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Introduction and
Overview



Financial Reform: Making the

O

System Safer and Fairer

MICHAEL S. BARR

In the fall of 2008, the financial crisis crushed
the U.S. economy and plunged the country into
the Great Recession. The crisis shuttered
American businesses, cost millions of Ameri-
cans their jobs, and wiped out home values
and household savings. The macro effects hit
hardest and were the longest lasting for those
least able to bear the brunt of the crisis. It was
devastating to middle-income families and
perhaps even more so to low- and moderate-
income households, who had little financial
buffer (Barr 2012a). Financial stability, never
robust for these families, dropped precipi-
tously (Barr and Schaffa 2016). Both in the
United States and globally, the crisis has led to
a series of fundamental reforms. (For an early
analysis, see Barr 2012b). At the same time,
more needs to be done to make the financial
system safer, fairer, and better harnessed to the
needs of the real economy. This essay first de-
scribes the origins of the financial crisis and
then outlines domestic reforms. It then turns
to the need for global coordination in financial
reform, and analyzes steps taken thus far,
while highlighting some of the key remaining
challenges ahead. Finally, it introduces other
articles in this volume, produced as part of a

2014 conference on financial reform organized
by the University of Michigan’s Center on Fi-
nance, Law and Policy, sponsored by the Rus-
sell Sage Foundation.!

THE ROOTS OF THE FINANCIAL CRISIS

The financial crisis was not an act of nature,
or a fluke of history. Rather, the crisis was
rooted in years of unconstrained excess and
failures of risk management on Wall Street,
and prolonged complacency in Washington
and in major financial capitals around the
world. That complacency was based on a mis-
placed ideology: that private markets would
take care of risk regulation on their own. And
it was based on a misunderstanding: that
somehow, since the risk of bank runs had been
conquered, there was no risk to “shadow bank-
ing.” Market discipline, it was believed, would
force firms to engage in sound risk manage-
ment. Market-based financing, it was thought,
would protect taxpayers, since no federally in-
sured deposits were at risk. But both the ideol-
ogy and the understanding were deeply flawed.
The costs of failure—regardless of the nature
of financial intermediation or the corporate
structure of the financial firm—were borne
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throughout society, and not fully internalized
to the firms’ managers, shareholders, and
creditors. Indeed, government intervention to
prevent even more brutal damage to the econ-
omy had the effect of helping to insulate the
firms’ stakeholders from full harm.

The financial sector engaged in highly lever-
aged, short-funded maturity transformation
with too little transparency, not enough capi-
tal, and little restraint. Large firms became
more interconnected. Investment banks and
other financial conglomerates relied increas-
ingly on short-term funding from money mar-
ket funds, securities lenders, and securities
lenders’ prime brokerage business. This short-
term funding was subject to runs during peri-
ods of market uncertainty, just like bank de-
posits before the age of deposit insurance and
alender of last resort in the form of the Federal
Reserve (see, for example, Gorton and Metrick
2012). Huge amounts of risk moved outside the
more regulated parts of the banking system to
the unregulated markets, where it was easier
to increase leverage. Legal loopholes and regu-
latory gaps allowed firms to evade oversight.
Investment banks such as Lehman Brothers,
insurance conglomerates such as AIG, and
other entities performing the same market
functions as banks escaped meaningful regula-
tion because of their corporate form. Banks
themselves moved activities off the balance
sheet—for example, to special-purpose vehi-
cles holding mortgage-backed securities, and
outside the reach of more stringent regulation
and capital rules.

Shadow banking markets were opaque and
hid growing risk. Derivatives were traded in the
shadows with insufficient capital to back the
trades. Repo markets—short-term wholesale
funding used by broker-dealers and banks—
became riskier as they grew to be a larger por-
tion of financial intermediation, and collateral
shifted from treasuries to poorer-quality asset-
backed securities. The lack of transparency in
securitization hid the growing wedge in incen-
tives facing different players in the system, and
the system failed to require sufficient respon-
sibility from those who made loans, or pack-
aged them into complex instruments to be
sold to investors. Synthetic products—essen-
tially offsetting derivatives bets—multiplied

risks in the securitization system and allowed
the market to increase its exposure to mort-
gage-backed securities.

The financial sector, under the guise of in-
novation, piled ill-considered risk upon risk.
Rapid growth in key markets hid misaligned
incentives and underlying risk. Managers
failed to understand new risks, or when they
did, they took steps that made the system as a
whole worse off. Financial institutions held in-
creasingly inadequate capital against growing
risks, and regulators failed to stop them. Man-
agers, traders, firms, credit-rating agencies,
and other gatekeepers all let short-term re-
wards from new financial products and rapidly
growing markets blind them to the risks.

Congress and regulators weakened con-
sumer and investor protections in the name
of the free market. Households took on risk
that they often did not fully understand and
could ill afford. Investors bought implausibly
labeled AAA securities. Mortgage fraud, secu-
rities fraud, fraudulent manipulation of key
indices and currency markets—all harmed
individuals and institutional investors and
undermined the integrity of the market as a
whole. Rising home prices helped to feed the
financial system’s rapid growth and to hide
the declining underwriting standards for the
origination and securitization of mortgage
loans.

When home prices began to flatten, and
then to decline, fault lines were revealed. Mort-
gage defaults soared and the assets based
on mortgages plunged in value. The asset im-
plosion in housing led to cascades throughout
the financial system. Nonbank mortgage lend-
ers collapsed. Investment banks could no lon-
ger borrow. Fire sales of assets, collateral calls
on derivative contracts, and the tightening or
closing off of repo and commercial paper mar-
kets drove firms closer to the edge. Contagion
gripped the financial system, as the problems
at weaker firms undermined stronger ones.
Failures in the shadow banking system led to
failures in more regulated parts of the banking
system. Then, in the fall of 2008, credit mar-
kets froze. The overreliance on short-term fi-
nancing and excessive risk taking that had pro-
duced significant profit in financial capitals in
the developed economies across the world
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fanned a panic that nearly collapsed the global
financial system.

OVERVIEW OF REFORMS

In the United States, passage of the Dodd-
Frank Wall Street Reform and Consumer Pro-
tection Act of 2010 (“Dodd-Frank”) ushered in
comprehensive reform in key areas: enlarging
the regulatory perimeter by creating the au-
thority to regulate financial firms that pose a
threat to financial stability, without regard to
their corporate form; enacting a resolution au-
thority to deal with the potential collapse of
these major firms in the event of a crisis, with-
out feeding a panic or putting taxpayers on the
hook; attacking regulatory arbitrage, restrict-
ing risky activities, and beefing up banking su-
pervision; requiring central clearing and ex-
change trading of standardized derivatives,
and capital, margin and transparency through-
out the market; improving investor protec-
tions; and establishing a new Consumer Finan-
cial Protection Bureau to look out for the
interests of American households.

Today, major financial firms are subject to
higher prudential standards, including higher
capital and liquidity requirements, stress tests,
and resolution planning through “living wills.”
By forcing firms to internalize more of the costs
that they impose on the system, they will be
incentivized to shrink and reduce their com-
plexity, leverage, and interconnections. Should
such a firm fail, there will be a bigger capital
buffer to absorb losses. To stem a panic, the
Dodd-Frank Act permits the Federal Deposit In-
surance Corporation (FDIC) to resolve the larg-
est and most interconnected financial compa-
nies without exposing the system to a sudden,
disorderly failure that puts the economy at risk.

On the global level, the international com-
munity has put forward new rules on capital,
so that there are bigger buffers in the system
in the event of failures. Capital will be mea-
sured in a more conservative way, and capital
levels are going up significantly. Systemically
important firms will hold even higher levels of
capital. There are new rules on liquidity and a
global leverage limit. Derivatives reforms are
proceeding, as are new approaches to dealing
with the risks from repo and securities financ-
ing transactions.

Yet much more work remains to be done,
and the financial sector did not leave the bat-
tlefield after their defeats in 2010. Far from it.
The brutal fight over financial reform rages on,
and there is serious risk that a collective am-
nesia about the causes and consequences of
the financial crisis appears to be descending
on global financial capitals that will further
weaken the resolve for reform (See, for exam-
ple, Coffee 2011, 2012).

COMPARING U.S. FINANCIAL
REGULATION PRE-CRISIS AND
POST-REFORM

Many readers may be skeptical regarding the
efficacy of the reforms that have taken place
thus far, either because they think they did not
change the system enough, or because they
think that they went too far. The following sec-
tion takes the time to chart the path of reform
so far, before turning to the difficulties and
dangers on the road ahead.

First, before Dodd-Frank, if an entity was a
bank, it had tougher regulations, more strin-
gent capital requirements, and more robust
supervision; but if an entity was an investment
bank engaged in the same kind of maturity
transformation, it had to abide by different
rules (see Scott 2010). When U.S. investment
banks needed to find a “consolidated holding
company regulator” in order to meet European
Union standards for doing business in Europe,
the Securities and Exchange Commission set
up a voluntary Consolidated Supervised Entity
program which had little oversight. The SEC
was not established as a prudential regulator,
did not have clear supervisory power, and had
little experience and few trained examiners.
Moreover, the leverage ratio that served as a
backstop for bank capital requirements was
not applied to investment banks.

The Federal Reserve was too lax in supervis-
ing firms where it did have authority and it did
not have any authority to set and enforce cap-
ital requirements on the major institutions
that operated businesses outside of bank hold-
ing companies. That meant it had no supervi-
sion over investment banks, diversified finan-
cial institutions such as AIG, or the nonbank
financial companies competing with banks in
the mortgage, consumer credit, and business
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lending markets. The Office of Thrift Supervi-
sion viewed its role as supervising thrifts, not
their holding companies (such as AIG). Banks
and thrifts freely engaged in risky mortgage
lending, and regulators did not step in until it
was too late.

Today, Dodd-Frank has provided authority
for clear, strong and consolidated supervision
and regulation by the Federal Reserve of any
financial firm—regardless of legal form—
whose failure could pose a threat to financial
stability. The largest investment banks that
survived the financial crisis merged into or be-
came bank holding companies subject to Fed
oversight. AIG, GE Capital, Prudential, and
MetLife have now been brought under Fed su-
pervision through the Financial Stability Over-
sight Council (FSOC) designation. As a result
of Dodd-Frank changes, thrift holding compa-
nies (including those with large insurance op-
erations) are now supervised by the Fed. The
Office of Thrift Supervision and the SEC’s in-
vestment bank regime have been abolished.
Thus, all bank and thrift holding companies,
as well as systemically important nonbank
firms, regardless of corporate form, are super-
vised by the Federal Reserve. We will have a
single point of accountability for tougher and
more consistent supervision of the largest and
most interconnected financial firms.

Although the regulatory infrastructure is, to
put it mildly, far from ideal, with too many di-
vided responsibilities and too many opportu-
nities for turf battles or regulatory gaps, Dodd-
Frank created the FSOC, which is responsible
for identifying threats to financial stability and
dealing with them. The FSOC can recommend
stricter regulatory action, and regulators must
either implement such changes or explain pub-
licly why they are not acting (see Gerson 2013).
Already, this process has led the SEC to impose
stricter regulation of money market funds than
would otherwise have occurred (Barr 2015a).
The FSOC has the potential to get information
across the financial services marketplace
through the Office of Financial Research (OFR),
which Dodd-Frank established and empow-
ered to collect data from any financial firm,
and to develop and enforce standardization for
data collection. The OFR has begun to use this
authority by developing a “legal entity identi-

fier” for financial transactions. The OFR is
charged with independently assessing risks in
the financial system, and can potentially serve
as a counterweight to the Fed by providing in-
dependent assessments of whether the Fed is
adequately supervising the largest firms and
dealing with the critical issues in systemic risk.
A strong OFR can serve as a check and balance
for regulatory agencies, ensuring that they im-
prove their own performance or risk being crit-
icized (Ludwig 2012; Barr 2015a).

Dodd-Frank provides for more stringent
prudential standards and higher capital and
liquidity standards for the largest bank and
nonbank firms. In addition to the heightened
capital requirements applicable to all firms,
the largest firms are subject to a capital sur-
charge, a leverage ratio, a toughened supple-
mental leverage ratio, a more stringent liquid-
ity requirement, and capital required to pass
stress tests.

Already, capital levels in the banking system
have doubled, and banks’ use of short-term
nondeposit funding has plummeted. The an-
nual stress tests are evaluating a firm’s ability
to withstand deep market contractions. There
are enhanced rules on affiliate transactions
and lending limits, and much stricter pro-
posed limits on counterparty credit exposures.
Deposit insurance premiums are going up on
the very largest firms. The Volcker Rule prohib-
its banking entities from engaging in certain
proprietary trading or running internal hedge
funds, subject to a number of exceptions, and
also helps to simplify the task of winding down
major firms that are at risk of failure. More-
over, the Fed is using macro-prudential super-
vision as it increases its capacity to understand
and mitigate risks to the financial system as a
whole.

There is a healthy debate about breaking up
or limiting the size of financial firms. Under
the Dodd-Frank Act, major firms are subject to
a concentration limit that generally prohibits
a financial company from engaging in mergers
or acquisitions that would result in the firm’s
liabilities—including wholesale funding and
off-balance sheet exposures—exceeding 10 per-
cent of the liabilities of financial companies as
a whole. Dodd-Frank provides regulators with
the authority to require financial institutions
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to restructure their activities to make it credi-
ble that they can be resolved if they are in dan-
ger of collapse; the resolution planning pro-
cess has already forced firms to begin to
simplify their organization form, develop
“clean” holding companies, and place large
amounts of capital and long-term debt in the
holding company to assist with the resolution.
The act also permits regulators to force firms
to be broken up if they fail to submit a credible
plan and thereafter fail to meet regulators’ re-
quirements to restructure themselves to make
resolution credible. Such firms can also be bro-
ken up if they are found to pose a grave threat
to financial stability. These enhanced pruden-
tial measures for major financial firms are
likely to reduce risk in the financial system,
constrain further concentration, and reduce
“too big to fail” distortions.

Second, before Dodd-Frank, shadow bank-
ing markets grew dramatically with little over-
sight and in the absence of even regulatory or
marketwide knowledge about the nature of the
markets they were serving. For example, the
OTC derivatives market—with a notional
amount of $700 trillion at its peak—grew up in
the shadows, with little oversight. Credit de-
rivatives, which were supposed to diffuse risk,
instead concentrated it. Synthetic securitiza-
tion with embedded derivatives magnified fail-
ures in the real securitization market. Major
financial firms used derivatives to increase
their credit exposure to each other, rather than
decrease it.

We should never again face a situation—
such as AIG’s $2 trillion derivatives portfolio—
where the potential failure of a virtually un-
regulated, capital-deficient major player in the
derivatives market can impose devastating
risks on the entire system. Insufficient capital
meant that major participants in the system
could not reliably pay out on their obligations,
and insufficient margin meant that counter-
parties on every transaction were more ex-
posed to the risk of nonpayment. When the
crisis began, regulators, financial firms, and
investors had an insufficient understanding of
the degree to which trouble at one firm spelled
trouble for another, because of the opacity of
the market. This lack of information magnified
the contagion as the crisis intensified, causing

a damaging wave of margin increases, delever-
aging, and credit market breakdowns. Lack of
transparency, insufficient supervision, and in-
adequate capital and margin left our financial
system vulnerable to concentrations of risk,
and to abuse.

Today, under Dodd-Frank, regulators are
putting in place the tools comprehensively to
regulate the OTC derivatives market for the
first time. The act requires all standardized de-
rivatives to be centrally cleared, which will sub-
stantially reduce the buildup of bilateral coun-
terparty credit risk between major financial
firms. Under Dodd-Frank rules, 75 percent of
new derivative contracts were centrally cleared
in 2015 as compared to only 15 percent in 2007
(Massad 2015). Central clearinghouses are sub-
ject to strong prudential supervision under the
Dodd-Frank Act. Dodd-Frank requires stan-
dardized derivatives to be traded on exchanges
or alternative swap execution facilities, which
improves pre- and post-trade price transpar-
ency. Trading transparency will help to im-
prove price competition as well as to improve
safety and soundness, as market participants
and regulators will have full access to current
prices in the event of system disruptions. Even
non-centrally-cleared OTC derivatives are to be
reported to a trade repository, making the mar-
ket far more transparent.

The act provides for prudential regulation,
capital requirements, and business conduct
rules for all swap dealers and major swap par-
ticipants. It provides for robust capital and
margin requirements for derivative transac-
tions, and higher requirements for those that
are not centrally cleared, providing a strong in-
centive to use central clearing and maintain a
bigger buffer against losses. It also provides for
regulatory and enforcement tools to go after
manipulation, fraud, and other abuse.

At the same time as the act reforms deriva-
tives markets, it provides a new framework for
regulation of financial market utilities and crit-
ical payment, clearing, and settlement activi-
ties, including not only those in the derivatives
markets but also those in the wholesale fund-
ing markets—securities financing transactions
(such as repo and securities lending), commer-
cial paper, and prime brokerage—that are crit-
ical to the shadow banking system.
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In the lead-up to the financial crisis, major
financial firms became increasingly funded not
by traditional bank deposits, nor even longer-
term funding in the commercial markets, but
rather by overnight funding in the repo mar-
kets. An important part of that market, the tri-
party repo market, became increasingly con-
centrated in only two major clearing banks,
which were themselves exposed to counter-
party risk from securities firms borrowing in-
traday credit. As the triparty repo market be-
came more concentrated, it also became riskier
because counterparties came to accept not
only Treasury securities as collateral, but also
highly rated but opaque asset-backed securi-
ties. These securities in turn became riskier as
credit rating agencies became increasingly
willing to label as safe assets that were lower
quality, including pools of securities backed
only by poorly underwritten subprime and Alt-
A mortgages. When the financial crisis hit,
repo and commercial paper markets froze, and
investors in money market funds ran, causing
a massive contraction in credit not only for fi-
nancial firms but also major firms in the real
economy (that is, non-financial). This contrac-
tion was overcome only with massive interven-
tions by the Fed, the FDIC, and the Treasury.

The Dodd-Frank Act provides the founda-
tion fundamentally to reform the wholesale
funding markets by providing strong authority
for the Federal Reserve to regulate financial
market utilities and critical payment, clearing,
and settlement activities; to set new rules for
capital, collateral, and margin requirements
for repo and other securities financing, and
other critical markets; and to establish uni-
form prudential standards throughout the fi-
nancial system. While repo and other securi-
ties financing policies are still a work in
progress, short-term financing reforms are al-
ready being reinforced by new capital and li-
quidity requirements, liability concentration
limits under the act, and reforms to the assess-
ment base for deposit insurance that encom-
pass all liabilities. Once fully implemented,
these reforms will have the combined effect of
taxing short-term liabilities, which will force
firms to internalize more of the costs of short-
term funding. These steps have already re-
duced the use of short-term funding, and will

provide incentives to manage their use more
carefully even when interest rates normalize.

The act also fundamentally transforms reg-
ulation of another major element of the
shadow banking system, securitization. The
act requires deep transparency into the struc-
ture of securitizations, including information
about assets and originators. Securitization
sponsors must generally retain risk in their se-
curitizations, unless the mortgages they pool
meet guidelines as plain vanilla “qualified res-
idential mortgages” so that incentives are bet-
ter aligned among participants in the system.
Capital rules will better account for risk in se-
curitizations. Parallel changes in accounting
rules will now bring the most common forms
of securitization onto the balance sheet.
Credit-rating agencies will be subject to height-
ened liability for failure to conduct ratings
with integrity, with comprehensive oversight
by the SEC, including policing of ratings shop-
ping and conflicts of interest; ratings them-
selves will be more transparent and will in-
clude key information on rating methodology,
compliance, qualitative and quantitative data,
due diligence, and other protections.

Third, before Dodd-Frank, consumer pro-
tection regulation was fragmented over seven
federal regulators, and prudential regulators
often viewed consumer protection with hostil-
ity. Regulators lacked mission focus, market-
wide coverage, and consolidated authority.
Nonbanks could avoid federal supervision.
Banks could choose the least restrictive con-
sumer approach among several different bank-
ing agencies. Federal regulators pre-empted
state consumer protections laws without ade-
quately replacing these important safeguards.
Fragmentation of rule writing, supervision and
enforcement led to finger pointing in place of
effective action.

Today, despite repeated congressional ef-
forts to block its director, stymie its funding,
overturn its structure and undermine its au-
thority, the Consumer Financial Protection Bu-
reau (CFPB) has been built into a strong orga-
nization. It has marketwide coverage and is
setting new rules of the road for banks and
nonbanks alike to police against abuses. It has
strong supervisory authority over banks with
at least $10 billion in assets and over broad
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parts of the nonbank markets. It is basing its
work on an empirically grounded understand-
ing of human behavior (see Barr, Mullaina-
than, and Shafir 2009), rather than abstract
models and ideological assumptions. And it is
already helping to end misleading sales pitches
and hidden traps. Rather, it is making space
for banks and nonbanks to compete vigorously
for consumers on the basis of price and qual-
ity. It is strongly independent—with secure
funding, policy, regulatory and enforcement
authority—and strongly accountable, with reg-
ular reporting to the Congress and the public
(see Barr 2015a).

The CFPB has already made significant
progress in making financial services markets
work better. For example, implementation of
rules under the Credit Card Act of 2009 is sav-
ing consumers nearly $12 billion annually in
reduced credit card fees, without increasing
interest rates or undermining access (Agarwal
et al. 2015). Reforms of the mortgage market
are helping to eliminate some of the worst
abuses such as steering low-income and mi-
nority borrowers to high-cost loans; mortgage
disclosures are now both simpler and more in-
formative; and mortgage servicing is being
strongly policed. The CFPB is tackling a broad
range of other critical issues, including auto,
student, and payday loans; credit reporting
and debt collection; and protection of military
service members and their families. CFPB en-
forcement actions had resulted in more than
$11 billion in relief to 25 million consumers as
of 2015 (Cordray 2015). Key upcoming decisions
include whether and how the CFPB should reg-
ulate or prohibit mandatory predispute arbi-
tration agreements (Barr 2015b).

Fourth, before Dodd-Frank, the government
did not have the authority to unwind large,
highly leveraged, and substantially intercon-
nected financial firms that failed—such as
Bear Stearns, Lehman Brothers, and AIG—
without disrupting the broader financial sys-
tem. Firms benefitted from the perception that
they were “too-big-to-fail,” which reduced mar-
ket discipline and encouraged excessive risk
taking by firms. It provided an artificial incen-
tive for large firms to grow and tipped the play-
ing field in favor of the largest firms. When the
financial crisis hit, the inability to resolve

these firms left the government with the un-
tenable choice between taxpayer-funded bail-
outs, as with AIG, or the disorderly financial
collapse of a major firm, as with Lehman
Brothers, the failure of which contributed to
widespread financial cascades and contagion
that threatened to bring down the financial
system, and harmed the real economy.

Today, major bank and nonbank financial
firms are subject to heightened prudential
standards, including higher capital and liquid-
ity requirements, stress tests, and “living
wills.” The living wills process is forcing firms
to simplify their organizational forms, develop
“clean” holding companies that can be re-
solved without disrupting their subsidiaries’
functions. Firms are being required to hold suf-
ficient capital and long-term debt at the hold-
ing company level to permit resolution. Global
derivatives contracts are being rewritten to per-
mit resolution without triggering cross-
defaults and the seizure of collateral. Firms
will be forced by these standards to internalize
more of the costs that they might impose on
the system, which will give them incentives to
shrink and reduce their complexity, leverage,
and interconnections. Should such a firm fail,
there will be a bigger capital buffer to absorb
losses. These measures will, over time, help to
reduce risks in and among the largest financial
institutions. In the event that such an institu-
tion fails, these actions will minimize the risk
that a firm’s failure will pose a danger to the
stability of the financial system. But that is not
enough. The government also needs the tools
to respond in a crisis, to prevent financial col-
lapse, and to protect taxpayers.

That is why Dodd-Frank permits the FDIC
to resolve the largest and most interconnected
financial companies, consistent with the ap-
proach long taken for bank failures. Under the
Orderly Liquidation Authority, the FDIC now
has the capacity to deal with the potential fail-
ure of a major financial conglomerate in an
orderly fashion that limits collateral damage
to the system. Shareholders and other provid-
ers of regulatory capital and long-term convert-
ible debt to the firm will be forced to absorb
any losses.

The FDIC has made significant progress in
developing a strategy under the Dodd-Frank
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authorities, known as the “single point of en-
try,” which would permit the holding company
of a financial conglomerate to be resolved
without necessarily disrupting the ability of its
operating subsidiaries—bank, broker-dealer,
or other parts—to function. Firms are required
to hold sufficient long-term debt at the holding-
company level to facilitate an orderly winding
down of the holding company while permit-
ting operating subsidiaries of the firm to con-
tinue to operate. Management can be termi-
nated and the compensation of culpable
managers can be clawed back. Critical assets
and liabilities of the firm can be transferred to
a bridge institution so that the firm can be re-
solved without causing cascading collapses in
the financial system. In the event that the
firm’s internal capital and long-term debt are
insufficient to support restructuring and ongo-
ing operations, liquidity can be obtained
through Treasury borrowing that is automati-
cally repaid from the sale of assets of the failed
firm or, if necessary, from a preauthorized,
ex post assessment on the largest financial
firms—not by taxpayers. In this manner, the
resolution authority allows the government to
resolve the financial conglomerate without ex-
posing the system to a sudden disorderly fail-
ure that puts the whole financial sector at risk.

We need to have deep humility, however,
about the ability to predict or manage the fail-
ure of a major financial firm, and even more
so about the ability to deal with the failure of
multiple firms during a financial crisis. More-
over, the creation of a domestic resolution au-
thority and the broad range of domestic re-
forms just discussed are not enough to deal
with global financial risks.

GLOBAL REFORMS: OVERVIEW

Global reforms undertaken to date have made
the financial system safer, but there remain
real questions about whether the financial sys-
tem is safe enough. Much of the reform agenda
is still a work in progress, from capital stan-
dards to regulation of derivatives and shadow
banking markets, to the mechanisms neces-
sary to wind down cross-border firms that get
into financial distress. In the wake of the finan-
cial crisis, the leading economies produced a
new set of institutions and institutional rela-

tionships that were more formal and more hi-
erarchical and were designed to improve pros-
pects for coordination. Although significant
tensions still exist within this new system—
particularly concerning national variation
(that is, the tailoring of global standards to in-
dividual domestic landscape), extraterritorial
application of national rules, and the desire
for uniform global standards—the substantive
outcomes to date, while imperfect, messy, and
contentious, evidence a stronger commitment
to meaningful, long-lasting reforms than had
been in place before the financial crisis.

There is still much more substantive work
to do—on capital and liquidity, resolution, and
derivatives, to name a few core areas in need
of action. In fact, such an approach is essential
if we are to reduce the chances of another dev-
astating global financial crisis.

Global Capital Rules

Almost immediately in the wake of the crisis,
the G-20 countries began to examine the pre-
crisis weaknesses in the global bank capital
rules. Basel I1.5, which targeted risks from off-
balance-sheet assets and market risks, was de-
veloped early in 2009 and was quickly adopted
by the major economies. By the G-20 summit
in Pittsburgh in September 2009, U.S. Treasury
Secretary Timothy Geithner had assembled a
consensus in favor of higher capital standards.
By late 2010, the bank regulatory standard-
setting body known as the Basel Committee
promulgated its “Basel III” capital standards,
significantly revising the frameworks from
“Basel I” and “Basel II” that had been in place
prior to the crisis. Basel IV reforms are being
implemented gradually across all Basel Com-
mittee member jurisdictions with full imple-
mentation set for January 1, 2019.

Basel III requires financial institutions to
hold much-higher-quality capital for trading
positions, securitization, and counterparty
credit exposures in derivatives and secured
lending transactions than its predecessor. The
new capital requirements focus on common
equity, significantly limiting other forms of
funding that did not act as a buffer to absorb
losses in a crisis. The revised rules require
banks to hold Tier 1 capital in an amount no
less than 6 percent of risk-weighted assets. Ba-
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sel III also introduces a new Common Equity
Tier 1 requirement, under which banks must
hold at least 4.5 percent of risk-weighted assets
in common equity. Basel III also reduces the
ability of banks to rely on riskier, less-absorbent
forms of regulatory capital and bars banks
from including lower-quality instruments in
regulatory capital. Basel III requires all firms
to hold a countercyclical “capital conservation
buffer,” with dividends, share buybacks, or bo-
nuses limited if Common Equity Tier I levels
are within two and a half percentage points of
the minimum 4.5 percent Common Equity Tier
1 level.

Basel III for the first time also imposes a
global non-risk-based supplemental leverage
ratio that includes firms’ off-balance-sheet
commitments and exposures. The leverage ra-
tio requires banks to hold Tier 1 capital equal
to 3 percent of their total exposures and is in-
tended to supplement Basel’s risk-weighted
rules. Finally, firms posing the greatest risk to
the financial system are required to hold even
higher levels of capital—a surcharge” for sys-
temically important financial institutions (SI-
FIs). All global systemically important banks
(G-S1Bs) will bear this surcharge, with the most
systemically risky G-SIBs required to hold
more capital than those with less systemic im-
portance.

Under Basel III, minimum capital ratios are
set at a level that represents a significant in-
crease over prior rules. There are new require-
ments that include the creation of a capital
conservation buffer above the minimums,
which if breached will restrict firms’ ability to
pay dividends or buy back stock. The Basel
Committee has put forward a graduated, risk-
based, capital surcharge for the largest, most
interconnected financial firms. The global
rules also include new contingent capital in-
struments that facilitate “bail-ins”—in which
privately issued debt transforms into equity
under specified circumstances—to further re-
inforce that firms must internalize the costs of
their own failure and to facilitate the resolu-
tion of globally systemically important firms.
Furthermore, Basel III is instituting explicit
quantitative liquidity requirements for the first
time, to ensure that financial firms are better
prepared for liquidity strains.

But even as some jurisdictions rightly adopt
more stringent capital rules than those re-
quired under the Basel III approach, more
work is needed to strengthen the global capital
framework, at least for the largest firms. Risk-
based capital requirements need to be made
more transparent and comparable on a cross-
border and institution-by-institution basis,
and better substitutes need to be developed for
both the discredited credit-rating agencies and
the internal models of the regulated institu-
tions. Additionally, both the global leverage ra-
tio and the SIFI surcharge are simply too low
for either to serve as an effective buffer against
asset implosions or liquidity runs or to weigh
effectively against any subsidies to “too big to
fail” institutions. Moreover, as the countercy-
clical capital buffer is left to national economic
circumstances and discretion, national regula-
tors should commit to economic triggers that
would increase capital requirements and use
other methods to reduce leverage under spec-
ified circumstances. Furthermore, stress test-
ing, which has served a critical role in bolster-
ing capital oversight in the United States, is in
need of further refinement, more transpar-
ency, and greater predictability.

Derivatives and Wholesale

Funding Markets

G-20 leaders at the 2009 Pittsburgh summit
also committed themselves to significant re-
forms in the OTC derivatives market. They
agreed that standardized OTC derivatives
should be moved onto exchange-trading plat-
forms and should be centrally cleared. The
leaders also decided that all OTC derivative
trades—including those that remained purely
bilateral—should be reported to trade reposi-
tories. In 2011, the G-20 further agreed that
non-cleared-derivative contracts should be
subject to higher margin requirements. In key
jurisdictions, the statutory regimes for central
clearing, exchange-based trading, and trade re-
porting are now in place, with the frameworks
for margin requirements lagging behind. Reg-
ulatory implementation has lagged signifi-
cantly behind legislation, and persistent tech-
nical, liability, and jurisdictional problems
with trade reporting and trade repositories
have obstructed regulators and market partic-
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ipants from attaining a comprehensive infor-
mational view of global derivatives markets.

Furthermore, global rules for repo and
other short-term funding markets remain na-
scent, with most jurisdictions only in the earli-
est phases of proposing rules. More regulatory
attention is needed on the issue of hot money,
which continues to pose significant risks to
systemic stability, to address weaknesses in
foreign currency markets, and to restore trust
and confidence to benchmark global rates
such as LIBOR (London Interbank Offered
Rate). In sum, much of the plumbing of the
financial system is still in need of reform (see
Duffie 2013).

Structural Reform and Resolution
Globally, much work remains to be done in the
area of structural reform and resolution. The
United States and the United Kingdom have
both embraced the need for ring fencing and
stronger horizontal buffers between retail de-
posit banks and other, riskier, financial func-
tions, while the European Union has not ad-
opted its expert commission’s suggestions in
that regard. In the Volcker Rule, the United
States has adopted the strongest version of
these reforms, but significant work still re-
mains to be done on implementation in all
three jurisdictions. It is particularly important,
too, that ring fencing not be viewed as a pana-
cea; structural reform will only prove effective
to the extent it is integrated with broader
changes in supervision, capital, and resolution
mechanisms (See Barr and Vickers 2013).
Progress on structural reform is also impor-
tant because of the linkages between clearer
structures for financial conglomerates and
ease of resolution. “Living will” requirements,
such as those adopted in the United States, can
help ease the process of cross-border resolu-
tion by clarifying lines of authority and align-
ing business risk with organizational form, but
these approaches are contingent on regulators’
willingness to execute along the lines of the
directives of the will when most needed (see,
for example, Levitin 2011). The United States
and the United Kingdom have put in place a
memorandum of understanding to facilitate
cross-border resolution, and the single-point-
of-entry approach, under which a financial

conglomerate’s top-tier holding company is
placed in resolution while its operating subsid-
iaries may continue to function, may make it
possible to resolve such firms even in the ab-
sence of a formal cross-border mechanism for
the resolution of highly complex firms. Only
time will tell.

The United States’ “single-point-of-entry”
model will facilitate the resolution of the larg-
est financial conglomerates. In 2014, Europe
officially adopted its Single Resolution Mecha-
nism, which will be administered by the Euro-
pean Central Bank as part of its new supervi-
sory authority over the continent’s largest
banks and will be funded via contributions
from eligible banks, with national assessments
assimilated into a communitywide fund over
a number of years. The establishment of a Eu-
ropean resolution and funding mechanism
will help break the link between a national gov-
ernment’s fiscal position and the health of do-
mestic financial institutions—a link that exac-
erbated Europe’s sovereign debt crisis. The
crisis found many Eurozone countries unable
to support troubled banks, either because the
size of the bank exceeded national GDP or be-
cause public finances proved too unstable to
provide any assistance.

National implementation of more effective
resolution mechanisms has also been bol-
stered by the work of the FSB, which in 2011
released a set of best practices it considers
“necessary for an effective resolution regime.”
The FSB is also developing a resolvability as-
sessment process that will be used to evaluate
the feasibility and credibility of national reso-
lution mechanisms in the event of a globally
systemic firm (G-SIFI) failure. Despite these
significant regulatory advances, however, the
orderly resolution of systemically important,
highly complex cross-border firms will not be
feasible without more global cooperation and
a comprehensive transnational approach. For-
tunately, the G-20 has recognized the impor-
tant relationship between structure and resolv-
ability. At the 2013 summit in St. Petersburg
the G-20 leadership instructed the FSB, the
IMF, and the OECD (Organisation for Eco-
nomic Co-operation and Development) to col-
laborate in assessing “cross-border consisten-
cies and global financial stability implications
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[of structural reforms], taking into account
country-specific circumstances.”

Overall, the substantive global rules devel-
oped and implemented in the post-crisis era
are far more robust than their pre-crisis coun-
terparts and provide far fewer opportunities
for regulatory arbitrage and evasion. Nonethe-
less, significant work remains, as does the un-
derlying question of whether the current inter-
national financial regulatory architecture is
sufficient to the task of a truly sound global
financial system. Achieving more organiza-
tional simplicity and clarity in the financial
sector may also require new approaches alto-
gether. For example, the United States put in
place a soft cap (10 percent of total financial
liabilities) on the global liabilities of U.S. firms;
once the cap is hit, these firms cannot merge
with or acquire other financial institutions. A
tax on the wholesale liabilities of financial
firms would further reinforce safety in the sys-
tem by helping to constrain the size and com-
plexity of financial conglomerates; it would
also help to offset the costs to society of poten-
tial future failures, forcing firms to internalize
more of those costs. The Obama administra-
tion proposed such a tax, but it never gained
traction in the United States. The IMF en-
dorsed the idea in 2010, but it has received lit-
tle attention since.

Even as the post-crisis intervention of the
G-20 in the global financial architecture has
resulted in a harder, more formal system with
a clearer hierarchy. More political accountabil-
ity, and a stronger framework for generating,
implementing, and monitoring cross-border
rulemaking variations across domestic regula-
tory regimes have proliferated, with the lead-
ing economies engaged in an ambitious trans-
national strategy of regulatory competition.
Unlike in the pre-crisis era, however, national
variation and international regulatory compe-
tition to date have not resulted in widespread
races to the bottom and cross-border regula-
tory arbitrage. Instead, the post-crisis national
regulatory strategies have largely resulted in
upward deviations from an already more ro-
bust global regulatory floor—a global race to
the top.

This new financial architecture means that
national variation alone (defined earlier as the

tailoring of global standards to individual do-
mestic landscape) can encourage this global
race to the top. It also rewards first movers on
a national basis, particularly as to the extrater-
ritorial application of domestic rules. One
country can take the lead in developing more
robust extraterritorial standards than those re-
quired on a global level, and by doing so can
effectively push other countries into the adop-
tion of similarly stringent rules.

For instance, many countries are requiring
firms to hold even more capital than the global
minimum set by Basel III. In the United States,
the supplemental leverage ratio for banks and
thrifts is set at 6 percent, double the Basel III-
required leverage ratio, and at 5 percent at the
bank-holding company level. Even Switzer-
land, a non-G-20 nation and a traditional “off-
shore” banking center, has set tougher require-
ments than required under Basel III standards.
For larger banks, Switzerland set higher capital
requirements, up to 19 percent for the two larg-
est (UBS and Credit Suisse)—the so-called
“Swiss Finish,” meaning a Swiss-specific addi-
tion to global standards.

In addition to regulatory variation across
jurisdictions, some countries—including,
most notably, the United States—have also ad-
opted aggressive extraterritorial strategies de-
signed to force reform upward on a global ba-
sis. For instance, the Federal Reserve Board of
Governors has finalized new rules for foreign
banking organizations (FBOs) operating in the
United States. Under these rules, large FBOs
are required to place non-branch assets under
a U.S. intermediate holding company structure
subject to consolidated supervision by the Fed-
eral Reserve. In many circumstances, FBOs will
also now need to meet U.S. capital and liquid-
ity rules and prudential standards with respect
to their U.S. operations, in addition to the rules
they must meet under their home country’s
laws.

These rules are prudent measures to reduce
systemic risk and improve the safety and
soundness of the U.S. financial system. Strong
capital and liquidity rules will make these
firms more robust against failure and less sub-
ject to debilitating runs in a crisis. Moreover,
they help to make supervision and resolution
of foreign firms operating in the United States
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substantially more feasible, if such resolution
is required. In many ways, the rules are consis-
tent with (or better than) the principle of na-
tional treatment, putting large FBOs and do-
mestic banking organizations on similar
footing. Nevertheless, they have also engen-
dered significant controversy because of their
extraterritorial reach, the potential to reduce
the efficiency of the capital and liquidity allo-
cation of the consolidated firm globally, and
the significant structural reforms they require
from firms operating in the United States that
are headquartered beyond U.S. borders. It re-
mains to be seen what effect the aggressive ap-
proach embodied in these new rules will have
on the regulatory positions of foreign jurisdic-
tions; some fear retaliation, but in my judg-
ment, similar rulemaking by other jurisdic-
tions would advance the aim of more effective
regulation on a cross-border basis and should,
ideally, contribute to an evolving global race to
the top.

A similar strategy has taken hold between
the United States and European Union during
the development of domestic cross-border de-
rivative regimes. The United States moved first,
with strong reforms under the Dodd-Frank
Act, followed by the release, by the Commodity
Futures Trading Commission (CFTC), of a
muscular proposed set of rules with significant
extraterritorial reach. The rules drew signifi-
cant criticism from foreign banking organiza-
tions, international swap dealers, and the Eu-
ropean Commission, each of which understood
the rules to effectively limit market partici-
pants who traded with U.S. parties to U.S. ex-
changes, in the absence of real reforms else-
where, thus triggering significant fears over
market fragmentation. As the CFTC consid-
ered these concerns and negotiated with the
European Commission, in 2013 it issued an ex-
emptive order delaying the effective date of the
rules for several months. Not until the evening
before this exemptive order lapsed were the
CFTC and the European Commission able to
agree on a “common path forward” (Barr 2014,
1014-15).

This common-path agreement embraced
“equivalence,” whereby the United States will
consider European market participants and ex-
changes in compliance with both European

and U.S. rules. Nevertheless, even as the CFTC’s
strategy of extraterritoriality has resulted in
stronger European rules and reduced the po-
tential for arbitrage, it has also increased trans-
atlantic tensions. Ideally, implementation of
extraterritorial rules would involve closer regu-
latory coordination between domestic and for-
eign jurisdictions—particularly where, as here,
there is a high degree of parallelism between
the European Union and the United States. Al-
though the tensions between the United States
and the European Union over cross-border de-
rivatives rules are not likely to scuttle coopera-
tion over other dimensions of the global-
reform agenda, the possibility for transnational
enmity and the need for cooperation will both
grow as the global political commitment to re-
form wanes. The post-crisis experiences with
national variation and extraterritorial strategy
to date suggest that the G-20 should avoid the
adoption and implementation of rigid, de-
tailed rulemaking on a cross-border basis and
should instead play the role of shepherd—
working through the FSB to produce rigorous,
robust prudential standards; correcting down-
ward national deviations but otherwise en-
couraging strong domestic regimes that ex-
ceed minimum standards; and intervening
where necessary to minimize transnational
tensions.

FUTURE RISKS

Despite the enormous progress to date, we can-
not afford to be complacent, and we need to
keep pushing for reform. The next section fo-
cuses on five types of risk the financial system
faces going forward—five ways it might fail
next time. Of course, economists don’t know
precisely how the risk in the system will evolve.
It is important to be humble about our ability
to understand new risks and predict financial
crises. That is why the most important step
economists and policymakers can take is to
build a system that is more resilient to the un-
certain risks we face.

Amnesia

The first source of risk that could lead to an-
other financial crisis is a kind of amnesia: the
danger that financial institutions, regulators,
lawmakers, and the public will forget the les-
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sons of the financial crisis and let the system
slip back into the practices that caused the last
financial crisis. This amnesia is likely to occur
as the crisis fades from memory and the finan-
cial system begins to feel safe again. No actor in
the financial system is immune from such am-
nesia. Within financial institutions, risk manag-
ers, who are responsible for monitoring and
managing a financial institution’s risk, can grow
complacent during good times. In addition,
managers and executives may push back against
risk managers who raise concerns about risky
but profitable practices and activities. In the
lead-up to the last crisis, some risk managers
who urged firms to exercise caution or recom-
mended that firms place limits on certain ac-
tivities and investments were demoted or fired.

Regulators are also susceptible to amnesia.
Regulatory discretion is essential to effective
financial regulation, but it also allows regula-
tors to soften their stance over time. We saw
this before the last crisis. The public can also
quickly forget the lessons of the financial crisis
and the need for reform. Public attention to
the financial system wanes as reporting on the
financial system decreases and the fallout
from the crisis fades from memory. Unfortu-
nately, when public attention wanes, lawmak-
ers and regulators may feel that the public will
be less likely to hold them accountable in the
event of a future crisis and as a result will feel
less pressure to pass and implement meaning-
ful reforms (Coffee 2011). Frankly, the financial
sector can and does seek to “buy” amnesia
through lobbying and campaign contributions
(Roe 1996). With public pressure off, the indus-
try can work behind the scenes—in Congress,
in the federal rule-writing agencies, and in the
courts—to roll back reforms and prevent any
further restrictions (Coates 2015).

Although no actor in the financial system is
immune from amnesia, we can take steps to
ensure that institutions, regulators, and the
public remain vigilant in good times. Within
financial institutions we can continue to work
to better align executive and managerial com-
pensation with the time horizons of risk. For
example, regulators should require that SIFIs
set up compensation systems such that the se-
nior executives of a firm would have their bo-
nuses clawed back in the event that the firm

fails to meet certain capital levels or is subject
to major fines or penalties.

We can include mechanisms within the reg-
ulatory architecture designed to reduce back-
sliding. Several such mechanisms were in-
cluded in the new regulatory infrastructure
mandated by Dodd-Frank (see Barr 2015a). For
example, the Financial Stability Oversight
Council (FSOC) has the authority to recom-
mend stricter actions and to require regulators
to implement them, or else to explain their fail-
ure to do so to Congress and the public. Dodd-
Frank imposed a similar action-forcing disclo-
sure requirement on the Consumer Financial
Protection Bureau. Twice a year the director of
the CFPB is required to testify before and pro-
vide a report to Congress that includes not only
a summary of the bureau’s activities but also
a “discussion of the significant problems faced
by consumers in shopping for or obtaining
consumer financial products and services,”
and an analysis of the complaints that the bu-
reau has received from consumers. Dodd-
Frank charged entities with competing view-
points—the independent Office of Financial
Research, the FSOC, and the Fed—to monitor
and assess risks to the financial system.

Leverage and Liquidity
Concerning leverage, many ask whether the
new capital levels are set high enough for the
largest, most interconnected, and systemically
important firms. The heightened capital re-
quirements on these firms, known as the SIFI
surcharge, require firms to have much higher
levels of “total loss absorbing capacity” to meet
resolution requirements; however, it is not
clear that equity levels are an adequate re-
sponse to the firms’ systemic risks. We must
keep close watch on these firms and not be
afraid to adjust the surcharge up as needed.
On liquidity, firms have greatly reduced
their use of short-term debt, but much more
needs to be done to address the risks posed by
short-term funding. As a first step, we need to
implement the Basel Committee’s approach to
asset liquidity. In the United States, the Federal
Reserve has implemented a SIFI surcharge that
also takes into account liquidity risks, and
such an approach should be adopted globally.
Money market funds remain a source of risk
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in the system, even after the SEC’s reforms,
and I believe stable net asset value funds
should hold capital against these risks. FX (for-
eign exchange) markets need to move toward
greater transparency, while margin and collat-
eral requirements should be improved.

Asset Bubbles

The formation of asset bubbles is a third
source of risk that could lead to a future finan-
cial crisis, as it did to the last. Countercyclical
prudential measures, especially countercycli-
cal capital standards, can help risks posed by
asset bubbles. Countercyclical capital stan-
dards require financial institutions to hold
more capital during boom times and less cap-
ital after downturns. It is also worth thinking
about whether asset-specific countercyclical
rules would help limit the formation of bub-
bles. For example, Switzerland requires finan-
cial institutions to hold more capital against
mortgage-backed assets as home values in-
crease. Israel has adopted countercyclical
mortgage lending regulations, including loan-
to-value requirements. Going forward, we also
need to make critical decisions about the fu-
ture of Fannie Mae, Freddie Mac, and the U.S.
system of housing finance. We should focus on
creating a housing finance system that has
broad access to affordable and sustainable
mortgage credit, protects taxpayers, and pro-
vides a realistic mechanism through which the
government could stem a housing crisis.

Misunderstood Innovation

A fourth risk comes from misunderstood fi-
nancial innovations. Financial innovation
drives economic growth by efficiently allocat-
ing capital. It lowers transaction costs, in-
creases liquidity, and helps disperse risk. It
helps ensure that the needs of market partici-
pants are fully met. At the same time, however,
financial innovation can hide risk. The finan-
cial sector sometimes creates complex finan-
cial products for the purpose of exploiting un-
informed consumers or investors. Financial
innovations can also create risk when a prod-
uct that was developed to meet the needs of a
small subset of the market is offered to a
broader, less-sophisticated market. We saw
that happen in the mortgage market when op-

tion ARMs or “pick a pay” mortgages, designed
to meet uneven cash flow experienced by a
small subset of the affluent self-employed,
were sold to masses of borrowers who could
ill-afford the risks such products posed.

Today, we see problems with exchange-
traded funds (ETFs) and high-frequency trad-
ing. ETFs are popular with investors because
they provide a low-cost, tax-efficient means of
investing in a diversified fund. Recently, how-
ever, innovation in the ETF market has re-
sulted in increasingly complex and opaque
funds that may pose risks to investors and to
financial stability. This innovation includes the
creation of synthetic, leveraged, and inverse
ETFs, and runs the risks of contagions in ETF
markets, when illiquidity in primary markets
makes orderly investor redemptions in ETFs
more difficult.

High-frequency trading uses computers and
algorithms to make trades in less than a mil-
lisecond. Such high-speed trading has the
potential to improve market efficiency and li-
quidity. But it also raises serious concerns for
financial stability—high-frequency trading
contributed to the “flash crash” on May 6, 2010,
when stock prices inexplicably and suddenly
plunged, and may undermine the fairness of
financial markets. Unfortunately, regulators
have been behind the curve in understanding
the way such trading functions and its poten-
tial risks.

Regulating in the face of financial innova-
tions is challenging. It is difficult to achieve the
right balance between addressing the risks
posed by innovation while maintaining its ben-
efits.

I believe the solution lies in developing flex-
ible forms of regulation that foster innovation
while focusing on buffers in the system and
regulatory checks and balances.

Global Risk

Last, we face the risk that global reform and
recovery efforts will go off track. Sovereign risk
remains real, a global mechanism to resolve
ailing financial firms is still a goal rather than
a reality, and the risk from lack of global coor-
dination is great. Yet we still are building a fi-
nancial architecture that relies on multiple ar-
chitects and plans.
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THIS VOLUME’S CONTRIBUTIONS
Scholars have developed varying approaches to
assess financial reform since the crisis and no
single journal issue could provide a compre-
hensive overview. This journal issue brings
together a series of articles focused on the
Dodd-Frank Act as a whole, systemic risk and
resolution authority, consumer and investor
protection, market structure, and global re-
forms. The articles were developed for a con-
ference on the financial crisis hosted by the
University of Michigan’s Center on Finance,
Law, and Policy.

Martin Baily, Aaron Klein, and Justin Schar-
din have divided Dodd-Frank’s major reforms
into five categories: areas that in their judg-
ment are clear wins, clear losses, costly trad-
eoffs, reforms that did not go far enough, and
areas where it is too soon to tell. They argue
that increased capital requirements, the new
single-point-of-entry resolution mechanism,
and the creation of the CFPB are clear wins,
and the restrictions on the government’s crisis
management tools in Dodd-Frank are a clear
loss. They see the Volcker Rule and the Lincoln
Amendment on derivatives trading as costly
tradeoffs in the bill, and argue that the bill did
not go far enough in consolidating the finan-
cial regulatory system. Empirical evidence will
be required to test whether their initial judg-
ments are correct.

Howell Jackson argues that the single-point-
of-entry framework for the resolution of sys-
temically important financial institutions,
while it will help prevent the spread of losses
through the financial system in a future crisis,
nevertheless raises several concerns. First, the
framework may increase moral hazard by ex-
panding the scope of government support. Sec-
ond, it may be more difficult than the FDIC
anticipates for a holding company to send
funding down to operating subsidiaries in a
resolution. Third, there may be impediments
to triggering losses of holding company credi-
tors. Jackson suggests specific reforms that can
strengthen the ability to deal with a financial
firm’s failure.

Lauren Willis argues for a new approach to
consumer protection, moving away from mere
disclosure to requiring firms to demonstrate
that consumers comprehend the costs and

benefits of a financial product or service before
it is made available in the market. The Dodd-
Frank Act directed the CFPB to promulgate
rules designed to ensure that consumers un-
derstand the “costs, benefits, and risks” asso-
ciated with the financial products and services
they purchase. Willis argues that although
mandatory disclosures may increase compre-
hension in lab tests, consumers take shortcuts
and firms run circles around the disclosures in
practice. Willis advocates for the CFPB to
adopt comprehensive performance standards
instead of mandating disclosures. For exam-
ple, a bank imposing overdraft fees would have
to prove to the CFPB, through third-party test-
ing, that customers know how overdraft fees
work under various situations.

Jonathan Macey advocates for affording
home mortgage borrowers the same protec-
tions as investors in the securities market.
Macey argues that adopting basic protections
from securities regulation would create inte-
gral protection for consumers in the home
mortgage market. For example: (1) the duty of
best execution, which would require mortgage
brokers to give borrowers the best deal avail-
able to them at that time, (2) the suitability
requirement, which would require mortgage
brokers to have reasonable grounds to believe
the mortgage is suitable for the borrower, and
(3) the antichurning requirement, which would
prevent brokers from encouraging borrowers
to refinance to collect fees.

Michael Wellman argues that researchers
must evaluate the effects of trading techniques
in specific contexts to understand the effects
of algorithmic and high-frequency trading on
financial markets. He explains the model he
created that combines an agent-based market
simulation with a game theoretic analysis. The
model shows the effects of high-frequency
trading used for latency arbitrage, which in-
volves traders taking advantage of the time it
takes information to travel from one market to
another. The study found that high-frequency
trading decreased overall market efficiency,
even before accounting for the costs of creat-
ing the infrastructure necessary to make these
trades. The model has also been used to show
the effects of high-frequency trading in market
making, where traders create a market for se-
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curities by maintaining offers to both buy and
sell a security. Though high-frequency trading
is usually thought to increase market liquidity,
in many instances market efficiency decreased
when liquidity was most needed.

A major post-crisis task for international fi-
nance and its regulators has been to develop
better tools to measure systemic risk in the
financial system. Viral Acharya suggests using
a market measurement, SRISK, which uses a
firm’s size, leverage, and risk profile to mea-
sure its vulnerability to a capital shortfall in a
future crisis and the health of the financial
system as a whole. The SRISK model suggests
that the U.S. financial sector has grown
steadily safer since the crisis. The European
financial sector grew in risk, peaking during
the sovereign debt crisis of 2011, and has
grown somewhat safer since then. The Asian
financial sector—Chinese financial institu-
tions in particular—has grown increasingly
risky since the crisis. Acharya explains how the
measure can improve regulator and market un-
derstanding of financial risk going forward.

Shedding light on one issue in global fi-
nance, Niamh Maloney argues that a funda-
mental shift has occurred in European financial
regulation, and some fundamental new trends
can be seen hidden in plain sight by the mud-
dling, iterative, and complex regional machina-
tions of Europe. Beneath the fractured and con-
tentious crisis-driven negotiations lie: a strong
push toward centralization; more European-
level regulation of both prudential and con-
sumer financial regulation; cross-border risk
sharing by national governments; and harder
law. The changes will have profound effects not
only on the shape of financial regulation, but
also on the continuously evolving tug between
Euro-centrism and national prerogatives.

CONCLUSION

The financial system is safer, consumers and
investors better protected, and taxpayers better
insulated than they were before the crisis, but
significant risks still remain. It will be critical
to stay on the path of reform. The articles in
this volume of the RSF Journal of the Social Sci-
ences provide new insights into several impor-
tant aspects of reform. As the volume editor I
do not agree with every aspect of the analyses

offered, and the same will be true for readers.
But the articles provide engaging and essential
reading for understanding the tradeoffs in-
volved in policymaking, and innovative ideas
for making the financial system more resilient,
market structure more efficient, finance fairer
for consumers and investors, and global finan-
cial regulation better coordinated and effective.

There has been progress under the Dodd-
Frank Act and global reforms in tackling many
of these problems, but much more work needs
to be done. Dodd-Frank and global rules have
increased the amount of capital the largest
firms have to hold, with a higher capital sur-
charge. In the United States there is now a cap
on the relative size of the largest firms, such
that mergers or acquisitions are blocked when
a firm hits the cap. New liquidation procedures
under Dodd-Frank require a firm’s managers,
shareholders, and long-term debt holders to
bear the losses of a firm’s failure, not taxpay-
ers. Living wills, structural reforms, and re-
quirements for total loss-absorbing capacity
are making it more feasible to resolve failing
major financial firms, but questions remain as
to who will hold the long-term debt and how
knock-on effects will be managed.

Building on these reforms, we need further
effective steps to regulate the shadow banking
world and curb the use of “hot money,” includ-
ing an explicit tax on liabilities that increases
with the intensity of use of short-term whole-
sale funding, strong collateral and margin
rules for securities financing transactions, and
further money market fund reform to reduce
the risk that we’ll experience another “bank”
run or $3 trillion guarantee in that sector in
the next crisis.

We must curb abusive high-frequency trad-
ing practices, bolster protections for exchange-
traded funds, and make our markets more
transparent and fair, by tackling conflicts of
interest that too often leave regular investors
exposed to unnecessary risks and fees.

We ought to require accountability at the
top. Senior managers should suffer decreases
of their compensation when their firms fail to
meet capital standards or are hit with fines or
penalties. The SEC must use its new authorities
to fine credit-rating agencies that bend their
analyses to meet the desires of Wall Street firms.
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The Consumer Financial Protection Bureau
must be strengthened and supported, not at-
tacked at every turn. One key step is barring
the kind of arbitration clauses in consumer fi-
nance contracts that prevent consumers from
banding together to get their day in court (Barr
2015b). Financial innovation needs to focus on
new ways to help families cope with their vola-
tile income and expenses, and make it easier
and less expensive to build a financial cushion.
We also need to stop abusive small business
lending practices and instead expand access to
capital, skills, and business opportunities.
(Barr 2015c¢).

The financial system is much safer and a
good bit fairer than it was prior to the financial
crisis, but that is not enough. We must keep
fighting for a financial system that works for
all of us.
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This article assesses the benefits and costs of key provisions of the Dodd-Frank Act that strengthened regula-
tion following the financial crisis. The provisions are placed into five groupings: clear wins, clear losses,
costly tradeoffs, unfinished business, and too soon to tell. Clear wins include higher prudential standards,
including for capital; the single-point-of-entry resolution authority; creation of the Consumer Financial
Protection Bureau; and greater transparency and oversight of derivatives. Clear losses are restrictions on
Federal Reserve emergency lending authority and forcing the Federal Deposit Insurance Corporation to ob-
tain permission from Congress before providing temporary liquidity guarantees. Costly tradeoffs are the
Volcker Rule and the Lincoln Amendment. Unfinished business includes regulatory consolidation and more
independence for the Financial Stability Oversight Council and the Office of Financial Research. Too soon to
tell are requirements and standards for leverage ratios, capital buffers, stress testing, and liquidity require-
ments.
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The Dodd-Frank Wall Street Reform and Con- how the new law has balanced improved finan-

sumer Protection Act of 2010 was designed to
increase financial stability and prevent future
devastation from financial crises. Dodd-Frank
established the Consumer Financial Protec-
tion Bureau (CFPB), increased capital and
other prudential requirements, augmented
oversight of financial institutions, and created
new resolution procedures to safely wind down
institutions when they fail. Through these and
other reforms, the financial sector is much
safer today than before the crisis. A full ac-
counting of Dodd-Frank, however, must assess

cial stability against economic growth and
other factors. Dodd-Frank has achieved much,
but as with any sweeping set of reforms, there
are lessons to learn from its implementation
and there are corrections and adjustments that
could improve its outcomes.

This article attempts to assess the benefits
and costs of several key provisions of Dodd-
Frank. To be clear, when discussing both eco-
nomic growth and financial stability we are
concerned with long-run sustainable growth
and stability. Short-term boosts to economic
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growth that are unsustainable and require sub-
sequent corrections are, by definition, illusory.
Likewise, policies that create short-term finan-
cial stability by papering over problems pro-
mote long-term instability when those prob-
lem are eventually exposed and lead to a
financial crisis or panic. Our assessments are
focused on sustainable, long-run, desirable
outcomes. Based on that analysis, we divide the
provisions of Dodd-Frank into five categories:*

1. Clear wins. These are areas where Dodd-
Frank has either increased both economic
growth and financial stability or enhanced
one of them at a minimal cost to the other.
We argue that Dodd-Frank’s most valuable
contributions have included higher pruden-
tial standards, including for capital; the new
resolution authority that has manifested in
the single-point-of-entry (SPOE) strategy;
creating the CFPB; and subjecting deriva-
tives transactions to greater transparency
and oversight. Higher capital requirements
make institutions more resilient to financial
stress events and crises. The Federal Deposit
Insurance Corporation’s (FDIC) SPOE
approach establishes standard procedures
for safely winding down a failed institution,
improving financial stability and addressing
the “too big to fail” issue. The CFPB consoli-
dates oversight responsibilities, minimizes
risky gaps in the regulatory infrastructure,
and has improved protections for consum-
ers. Derivatives exchange and clearing brings
greater transparency to a major source of
financial transactions that used to be largely
unregulated. Even though these are all “clear
wins” in our assessment, there is still room
for improvement in all four areas.

2. Clear losses. These are areas where Dodd-
Frank has either harmed both financial
stability and economic growth or was det-
rimental to one with limited gain to the
other. Two new restrictions fall into this
category: requiring the Federal Reserve
to make emergency loans available to an
entire category of institutions rather than

a single firm, and forcing the FDIC to seek

and obtain a joint resolution from Congress
before providing temporary liquidity guar-
antees on certain kinds of debt. These pro-
visions can be expected to reduce financial
stability during periods of stress with no
corresponding effect of enhancing eco-
nomic growth.

. Costly trade-offs. Other provisions are

harder to assess, and seem to achieve some
benefits but with significant costs to effi-
ciency and economic growth. In particular,
the Volcker Rule, which bans commercial
banks from engaging in proprietary trad-
ing, and the Lincoln Amendment, which
prohibits entities engaged in swaps from
receiving federal assistance, create costly
trade-offs. Critics have complained that the
Volcker Rule is complex, ambiguous, and
expensive, making it difficult for banks to
adhere to its requirements and for regula-
tors to implement and oversee it. Others
suggest that the Lincoln Amendment’s
goals can be achieved by the Volcker Rule,
making the Lincoln Amendment redundant
and its cost and regulatory burdens unnec-
essary.

. Unfinished business. In other areas, Dodd-

Frank has made some progress, but didn’t
go far enough. Important improvements
could still be made through greater regula-
tory consolidation, heightened authority
for the Financial Stability Oversight Council
(FSOC), and more independence for the Of-
fice of Financial Research (OFR).

. Too soon to tell: Finally, other provisions

have created uncertain trade-offs between
stability and economic growth, and it’s too
soon to accurately gauge their impact on
the economy and financial system. New re-
quirements and standards for leverage ra-
tios, capital buffers, stress testing, liquidity,
and long-term debt holdings all fall into
this category.

In the coming pages we assess these provi-

sions and their effects in more detail. We con-

1. Our assessment only covers areas that were addressed within the Dodd-Frank Act and not issues that it did

not attempt to address, such as housing finance reform.
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sider the extent to which Dodd-Frank has
made the financial sector safer while we also
identify weak areas that may jeopardize eco-
nomic growth.

CLEAR WINS

The financial crisis revealed glaring weak-
nesses in the U.S. financial regulatory structure
for financial reform legislation to fix. Dodd-
Frank’s most notable successes fall into the
category of “clear wins”—measures that in-
creased financial stability and enhanced eco-
nomic growth or had a relatively low cost for
one and a substantial benefit for the other.
Among these successes are higher capital re-
quirements, especially for systemically impor-
tant banks and nonbanks; new authority and
mechanisms to wind down failed financial in-
stitutions; the creation of the CFPB; and
greater transparency for swaps and derivatives
trades.

Higher Capital Requirements

Even the best regulatory regime is incapable
of preventing all financial stress events and cri-
ses, and that is why financial institutions need
to have enough capital to stay solvent if and
when such events occur.? There were several
reasons that levels of loss-absorbing capital
proved to be too low at many such institutions
going into the most recent financial crisis.
Many of the assets held against regulatory
standards turned out to be much riskier than
commonly understood at the time, leading
them to be overvalued and subject to a rapid
drop in value. Starting in the 1990s, regulators
added risk sensitivity and complexity to the in-
ternational Basel capital standards, including
allowing financial institutions to rely on their
own value-at-risk models. These models relied
on limited historical data, leading to assump-
tions that often significantly underestimated
the risk to which these firms were exposed. As
the Bank of England’s Andrew Haldane (2012,
8) said, “The regulatory backstop had been
lifted, replaced by a complex, commercial
judgment. The Basel regime became, if not

self-regulating, then self-calibrating.” Other
regulatory measures set up what have been
called perverse incentives, such as the 1996
Market Risk Amendment, which provided bet-
ter capital treatment for assets held in trading
accounts versus as long-term investments (Fi-
nancial Crisis Inquiry Commission 2011, 196).

The financial crisis led to greater regulatory
scrutiny on capital levels. Figure 1 shows the
significant increase in Tier 1 capital—a bank’s
core capital, consisting largely of its equity cap-
ital and disclosed cash reserves—of the six
largest U.S. bank holding companies since the
crisis. During the 2000s leading up to 2008, this
measure fluctuated between 8 and 9 percent of
risk-weighted assets before dropping below 8
percent late in 2007. Since 2010, it has gener-
ally been between 12 and 14 percent.’

Dodd-Frank attempted to find long-term so-
lutions to these pre-crisis problems by institut-
ing higher prudential standards, including for
capital, for all bank holding companies with
more than $50 billion in assets. The Federal
Reserve has based its requirements for these
entities, which it oversees, on the global Basel
IIT capital standards. Basel III tries as well to
solve several pre-crisis problems in part by in-
creasing required capital levels, especially for
the largest global banks; defining more strictly
what counts toward fulfilling regulatory capital
requirements; and mandating additional capi-
tal buffers. Basel III’s requirements will be
phased in gradually until they are fully imple-
mented by January 1, 2019 (Bank for Interna-
tional Settlements 2014). Figure 2 shows the
phase-in schedule.

U.S. regulators have in some cases man-
dated standards that go beyond Basel III, in-
cluding measures like bank stress testing and
additional capital for the largest U.S. bank
holding companies. In addition, global regula-
tors have agreed on a minimum level of unse-
cured long-term debt that can be converted to
equity in case of the failure of one of the large
bank holding companies that must hold it.
(This will be discussed in greater detail in the
following section, about failure resolution.)

2. In essence, capital is the percentage of a bank’s assets it can lose and still be solvent.

3. The figure is based on the definition of Tier 1 capital specified in Basel Il. This is not the same definition that
is used in Basel Ill. The figure likely overstates the level of Tier 1 capital with the new definition.
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Figure 1. “Big Six" Average Tier 1 Capital Ratio
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Source: Federal Reserve Board, n.d.
Note: Unweighted average of the Tier 1 risk-based capital ratios of JPMorgan, Citi, Bank of America,
Wells Fargo, Goldman Sachs, and Morgan Stanley; Goldman Sachs and Morgan Stanley only began
reporting in 2009.

Figure 2. Schedule of the Basel Ill Capital Phase-In

2014 2015 2016 2017 2018 2019

CET1/RWA
Minimum 4.0 4.5 4.5 4.5 4.5 4.5
Plus buffers:

Capital conservation 0.625 1.25 1.875 2.5

G-SIBs? 0.625 1.25 1.875 2.5
Tier 1

Minimum (ratio to RWA) 5.5 6.0 6.0 6.0 6.0 6.0

Leverage ratio (to Observation Disclosure Migration to Pillar 1

exposure measure)

Source: Bank for International Settlements 2014.

Note: Entries in bold denote full strength of each Basel Ill standard (in terms of the capital ratio). The
corresponding definitions of eligible capital become fully effective in 2022.

2Refers to the maximum buffer, as applicable.

Gauging the impacts of any single factor on  omy. Recent research by Stephen G. Cecchetti
economic growth is difficult. There is some and Kermit L. Schoenholtz, for example, found
evidence, however, that the improved stability that most banks were able to increase their
from increased capital requirements has not capital levels by accepting a smaller return on
had a significant negative impact on the econ-  assets, cutting their net interest margins, and
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reducing their operating costs. Further, they
argue that “predictions that higher capital re-
quirements would drive up interest margins
and reduce credit volumes are at odds with
the evidence of smaller spreads and increased
lending. Insofar as there was any aggregate
macroeconomic impact, it appears to have
been limited or inconsequential” (Cecchetti
and Schoenholtz 2014).

There is no settled economic consensus on
the point at which increasing capital require-
ments will be outweighed by the economic
costs of doing so. As we have said, we think
that so far the increases in required capital
have been justified by the increased safety they
have brought. There are anecdotal reports that
financial activities have been moving out of
banks and into the nonbank sector, but the
large and regional banks are now profitable
and doing well (Kroszner 2015; Financial Sta-
bility Board 2015b).* At some point that dy-
namic would change if capital levels are
pushed up more and more, and defections of
people and activities from the regulated bank-
ing sector in the United States take off. In a
later section we explore whether or not the
combination of multiple different capital re-
quirements now being proposed would create
problems of this kind.

New Failure Resolution for Large
Systemically Important Institutions:

The Problem Created by Troubled

Large Institutions

During the financial crisis, many large finan-
cial institutions faced losses that threatened
their viability.” Because of the interconnections
among institutions and the market climate
associated with a financial panic, the failure of
one or more such institutions might cause the
failure of others. The revelation that several
institutions held portfolios of troubled assets
increased the probability in the minds of mar-
ket participants that many more institutions

might also hold such troubled assets and their
viability might be threatened. As a result the
interbank funding market shut down, putting
the whole U.S. financial system in danger, a
danger that spread globally. U.S. policymakers
were faced with an extraordinary dilemma: bail
out the troubled institutions, thereby giving
taxpayer support to private companies, or let
the troubled institutions fail, potentially re-
sulting in systemic collapse and depression.

A determination to avoid the same dilemma
in a future crisis has spurred innovation in fi-
nancial regulatory policy. Dodd-Frank insti-
tuted a new failure-resolution regime that seeks
to ensure that the losses resulting from bad
decisions by managers will be borne by equity
and debt holders of that company, while at the
same time greatly reducing the risk of financial
collapse.

Overview of Single Point of Entry
Prior to the passage of Title II of the Dodd-
Frank Act, the FDIC’s resolution powers were
limited to federally insured banks and thrifts.
The lack of authority to place the holding com-
pany of an insured depository institution or
any other nonbank financial entity into FDIC
receivership served as a major source of insta-
bility during the crisis. Regulators lacked an
important tool to resolve these entities in an
orderly manner and help stem contagious pan-
ics and runs that can result from such failures.
As the U.S. Bankruptcy Code proved inade-
quate for containing the distinct risks gener-
ated by the failure of systemically important
financial institutions (SIFIs) and lacking the
authority to place those firms under FDIC re-
ceivership, the government was left with the
unfortunate choice of either extending
taxpayer-funded bailouts or allowing the insti-
tutions to undergo disorderly bankruptcies,
potentially at the risk of broader financial in-
stability.

Dodd-Frank took several steps to address

4. Randall S. Kroszner (2015) showed data indicating that the liabilities of the shadow banking sector had fallen,
whereas the liabilities of the banking sector had increased. The Financial Stability Board issued a report on
global shadow banking that showed strong growth in this sector globally, but in line with Kroszner’s data this
report showed a decline in shadow sector assets as a percent of total financial assets in the United States (Fi-

nancial Stability Board 2015b, 59).

5. This section was drafted by William Bekker of the Brookings Institution.
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the need for a formal procedure to deal with
the failure of systemically important financial
institutions in the future.® Title I of the act re-
quires all SIFIs to prepare resolution plans that
formally demonstrate how, in the event of a
business failure, they could be resolved under
the Bankruptcy Code in an orderly manner.
However, to deal with the possibility that a SIFI
may not be resolvable under the Bankruptcy
Code without threatening financial stability,
Title IT of Dodd-Frank set forth an Orderly Lig-
uidation Authority (OLA) for the FDIC to re-
solve systemically important institutions (Fed-
eral Deposit Insurance Corporation 2013b).

In order to implement its new authorities
under Title II, the FDIC has been developing
SPOE, which aims to resolve large and com-
plex financial institutions that are insolvent
by placing the top-tier holding company of
the organization under FDIC receivership: the
FDIC enters the company at the holding com-
pany level, the “single point.” SIFIs are gen-
erally organized under a holding company
structure with a top-tier parent managing hun-
dreds, if not thousands, of legal entities span-
ning a wide swath of regulatory and legal ju-
risdictions. Since these entities are highly
interconnected, often providing support ser-
vices to one another and sharing funding as
needs arise, it can be difficult to conduct an
orderly resolution of one part of the company
without jeopardizing other entities in the
structure. SPOE seeks to address this issue by
providing a mechanism where the failing
holding company is removed but the subsid-
iaries are placed under the control of a newly
created bridge holding company whose man-
agers and directors are appointed by the
FDIC. The equity and long-term unsecured
debt that had been issued by the old holding
company are removed and are no longer con-
sidered liabilities of the bridge company or
the subsidiaries it has taken over. Because
these liabilities have been removed, the new
bridge holding company is solvent and it has
been effectively recapitalized without requir-
ing taxpayer funds.

Dodd-Frank created the OLA and an Or-

derly Liquidation Fund (OLF) as a backup
source of temporary liquidity (but not capital)
for the bridge holding company if other
sources of liquidity cannot be secured in the
interim. The new well-capitalized parent, the
bridge company, would be able to smooth
over funding frictions that arise for subsidiar-
ies as a result of a financial distress occurring
in other parts of the organization. In such a
way, SPOE enables the company as a whole to
remain operational and capable of serving
markets during resolution proceedings. This
preserves the franchise value of the institu-
tion and avoids the systemic risk effects of an
organizationwide collapse. (For a more de-
tailed discussion of how the bridge company
is capitalized, see Jackson and Massman, this
volume). In developing SPOE, the FDIC strove
to create an insolvency regime that would
promote market discipline by ensuring that
the costs of the failed or failing SIFI fell exclu-
sively on the shareholders and the unsecured
creditors of the top-tier holding company. To
achieve this end while preserving financial
stability, SPOE is designed so that the assets
from the receivership, primarily consisting of
investments in and loans to subsidiaries,
would be transferred to a bridge financial
holding company organized by the FDIC. Cer-
tain liabilities would be transferred to the
bridge company as well. These include claims
of secured creditors, which would be trans-
ferred to prevent the spillover effects of credi-
tors liquidating collateral en masse, and lia-
bilities that are vital to facilitating company
operations, such as obligations to vendors
that provide essential services. All claims of
equity holders and unsecured creditors, how-
ever, would remain in the receivership with
losses being apportioned according to the
statutory order of priority.

After the bridge financial company’s assets
have been valued, SPOE provides for the pay-
ment of creditors’ claims in the receivership
through the issuance of securities by the
bridge financial company in a securities-for-
claims exchange. This process involves the is-
suance and distribution of new debt and equity

6. A “SIFI" designation refers to both banks with over $50 billion in assets that are automatically subject to
enhanced prudential standards as well as non-banks designated as SIFls by FSOC.
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Figure 3. Total Loss Absorbing Capacity Final Rule
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Source: De Nederlandsche Bank 2014.

to be exchanged for claims in the receivership
on a pro rata basis.’

In order for this to work, the holding com-
pany must have an adequate cushion of equity
and unsecured debt in order to absorb the
losses. To this end, U.S. regulators have made
progress on assessing the appropriate levels of
debt and equity required to successfully imple-
ment a SPOE resolution. At the international
level the Financial Stability Board (FSB), a
group of regulators currently headed by Mark
Carney, governor of the Bank of England, has
agreed on a framework for the “total loss ab-
sorbing capacity” (TLAC) that banks must hold
(Financial Stability Board 2015a). This proposal
was endorsed by the G-20 at its November 2015
meeting in Antalya, Turkey (see figure 3). Its
provisions are consistent with the SPOE ap-

Various Basel III
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>. FSB proposals 8-12%
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total of 8%
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proach to failure resolution, although this does
not mean all members of the G-20 are on board
with SPOE.

Following the execution of the securities-
for-claims exchange, the charter of the bridge
financial company would be terminated and
supplanted by the charter(s) of a new holding
company or several holding companies. The
newly created financial company would be re-
quired to meet or exceed all regulatory capital
requirements. Before turning operations over
to the private sector, however, the FDIC would
require the board of directors and manage-
ment of the bridge company to prepare a re-
structuring plan under which the new com-
pany could be resolved under the Bankruptcy
Code without serious adverse effects on the
U.S. financial system.

7. 1n addition to the issuance of debt and equity, contingent securities, such as warrants and options, in the new
financial company that will succeed the bridge company may be issued. These contingent securities would
enable claimants in lower-priority classes, namely, unsecured creditors and shareholders, to recoup value in the
event that the final valuation of the bridge company was lower than its true market value.
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Although the FDIC anticipates that the
funding needs of a bridge company would be
effectively fulfilled by private markets, particu-
larly since the bridge company would have a
strong balance sheet as well as public backing
during the resolution process, Title II also pro-
vides for an OLF to serve as a backup source of
liquidity support in case the new company can-
not access private capital. The OLF would be
available on a fully secured basis and is in-
tended to function as a short-term source of
liquidity to be repaid immediately once the
bridge company could access customary
sources of private market funding. In the event
that the bridge company was unable to fully
repay its OLF funds, the FDIC would impose
risk-based assessments on other SIFIs to en-
sure against taxpayer losses.

Benefits of SPOE

The lack of infrastructure for resolving SIFIs
prior to Title II served as a major source of in-
stability during the crisis. The uncertainty over
which firms would be rescued by bailouts not
only served to amplify market panic but also
raised a host of political issues as government
officials were left with the poor choice of either
rescuing firms considered “too-big-to-fail”
(TBTF) or risking a wholesale collapse of the
financial system.® In setting forth a predict-
able and preannounced regime for resolving
SIFIs in the future, the SPOE approach takes a
major step toward ending a highly problematic
source of risk in the financial system.

Beyond addressing the uncertainty sur-
rounding TBTF, the SPOE approach offers a
structured means of ensuring that losses are
absorbed by shareholders and long-term cred-
itors while still enabling the organization to
remain operational as an ongoing concern.
This strategy offers the benefit of allowing the
holding company’s operating subsidiaries to
continue serving markets, thereby reducing
the likelihood of contagion, and preserves the
organization’s franchise value. Further, by iso-
lating the parent of the troubled institution
along with its debt and equity liabilities and
providing for a rapid recapitalization of the

banking group as a whole, SPOE mitigates the
risks of liquidity runs and fire sales as short-
term creditors would no longer have an incen-
tive to withdraw liquidity from subsidiaries.
Furthermore, ensuring that losses are imposed
on shareholders and creditors should promote
market discipline, diminish the potential for
SIFIs to receive funding advantages in markets,
and reduce the moral hazard created by the
prospect of government bailouts.

The SPOE recapitalization strategy also
makes the issue of resolving a global bank with
foreign subsidiaries more manageable. Many
SIFIs operate on a global scale that makes or-
derly resolution in the absence of a coordi-
nated international effort difficult. In particu-
lar, the possibility of host countries isolating
the operations of a nondomestic bank by re-
stricting the ability of that bank to transfer as-
sets or funds to operations outside of the coun-
try, a practice known as ring fencing, is a major
risk involved in resolving global SIFIs (Institute
of International Bankers 2014). Although
guidelines on how to resolve banks whose op-
erations span territories with differing laws
and regulatory practices have been issued by
the Basel Committee on Banking Supervision,
the risk remains that foreign regulators, in or-
der to safeguard local interests, will engage in
ring fencing when a SIFI exhibits signs of fi-
nancial distress.

The FSB’s TLAC proposal tried to address
the concern about the ring-fencing problem by
saying that adequate loss absorbing capacity
must be held in each country where a multina-
tional institution operates. Thus the proposal
reassures countries that they do not need to
mandate ring fencing because the operations
of domestic subsidiaries are protected. One
can question the FSB’s proposal, since it could
be said to require ring fencing as a way of
avoiding ring fencing, but the rationale is to
provide a predictable level of protection for na-
tional markets while still preserving adequate
flexibility for a bridge holding company to re-
structure the troubled institution and keep all
essential subsidiaries open. And so, although
SPOE does not fully resolve this issue, by set-

8. The term “TBTF" refers to all firms that pose systemic risks. Size is only one of a number of factors, such as
complexity or interconnectedness, that may make a firm systemically important.
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ting forth a strategy for recapitalizing the hold-
ing company while keeping subsidiaries and
branches operational, it should reduce foreign
regulators’ incentives to disrupt the resolution
process because depositors can be assured that
their funds are safe and markets will be able
to continue conducting operations with the
company. Finding methods to resolve large
global institutions remains a work in progress;
in its latest consultation on SPOE the FDIC
welcomed comments on this issue.

Concerns and Outstanding Issues
Some believe the standard for determining
when the OLA may be used, namely when pri-
vate bankruptcy threatens financial stability,
is too subjective. The government is given
broad discretion for determining when to ap-
ply SPOE, although application requires a high
hurdle with agreement by super majorities of
the FDIC and the Federal Reserve Board, com-
bined with approval by the administration.’ In
addition to the criticism of potentially serving
as a source of instability in the critical early
moments when a systemically important insti-
tution exhibits signs of material financial dis-
tress, the subjectivity of the determination pro-
cess has been criticized for being inconsistent
with the general approach for bankruptcy. This
concern, however, does not necessarily under-
mine the SPOE approach and can be addressed
with further public guidance. For instance,
Randall Guynn (2014, 288) suggests that a pol-
icy statement or a statutory mandate express-
ing a commitment to resolving all complex and
global SIFIs under SPOE would substantially
reduce the uncertainty of the determination
process.

There is a lack of alignment between Titles
Iand IT of the Dodd-Frank Act. Title II outlines

a plan to resolve large institutions under FDIC
direction, while Title I requires all covered in-
stitutions to submit resolution plans, or living
wills, to the Federal Reserve and the FDIC, out-
lining a strategy for resolution under the Bank-
ruptcy Code. Devising a resolution strategy can
be a costly undertaking for banks, particularly
for large and complex institutions (Herring
2010). Yet while complying with the living will
requirement, these institutions also must pre-
pare for the very different resolution contin-
gency via SPOE set forth in Title II. These dual
and conflicting rules for how large and com-
plex institutions must prepare for failure place
an unnecessary and costly regulatory burden
on the institutions (Baily and Elliott 2014, 190).
This is not to argue that living wills are unnec-
essary—there is at least some anecdotal evi-
dence that the process of developing living
wills helps financial institutions and regula-
tors better understand their operations and
prepare for potential future stress events—but
rather that a convergence between Title I and
Title II, for example, by requiring institutions
to create living wills that describe resolution
plans under SPOE, would create a more realis-
tic planning scenario. This convergence is pos-
sible because the essential elements of the
SPOE approach could be applied in a bank-
ruptey proceeding provided that there are ad-
justments to the Bankruptcy Code. David Skeel
has discussed the potential for using SPOE
with a revised bankruptcy code (Skeel 2014).
There is some progress on this front, as the
public portions of the 2015 living wills of most
of the largest bank holding companies assume
the use of SPOE for resolution, something that
was not true in earlier versions of the living
wills.

Finally, some concerns have been raised

9. As summarized in the FDIC’s December 2013 Notice on SPOE, the determination process is as follows: In
order for a SIFI to be resolved under Title I, two-thirds of the Federal Reserve Board and the Board of Directors
of the FDIC must make a determination as to whether private bankruptcy for a failed institution poses a threat
to financial stability, and then must draw up recommendations for resolving the institution under SPOE for ap-
proval by the secretary of the treasury and the president. If the company or its largest subsidiary is a broker-dealer
or insurance company, then the role of the FDIC would be replaced by the SEC and the Federal Insurance Office,
respectively, with the FDIC still being consulted in the determination process. Following executive approval, a
twenty-four-hour judicial review process is initiated, and only after review has been completed may the FDIC

initiate the resolution process.
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that the OLF provision in Title II is tantamount
to a formal sanctioning of bailouts by the pub-
lic sector. The OLF, however, exclusively serves
as a source of fully secured liquidity and may
not be used by the bridge company as a source
of capital. That distinction—between fully se-
cured liquidity and capital injections—is the
distinction between acceptable, short-term,
publicly funded liquidity solutions and the
type of government bailouts that were part of
the government’s 2008 crisis response. Fur-
thermore, Dodd-Frank expressly prohibits tax-
payer losses from the use of the Title II author-
ity, and provides for several mechanisms, such
as the ex-post charges on SIFIs in the event that
the bridge company cannot fully repay OLF
funds, to ensure that this end is met.

Conclusion on SPOE

There is no way to be certain how the new fail-
ure resolution provisions in Dodd-Frank would
have impacted the unfolding of the financial
crisis. It is hard to imagine, however, that the
failure of Lehman Brothers, for example,
would not have been easier to manage if regu-
lators had been able to use orderly liquidation
authority under SPOE and had had a backup
source of temporary liquidity available to
them, holding aside the benefits of having a
living will for the company in place.

The SPOE strategy has received extensive
support from a wide range of financial industry
groups, think tanks, rating agencies, foreign
regulators, and other stakeholders (Guynn
2014, 281-86). Since first being announced,
SPOE has gained acceptance as a viable strat-
egy for resolving systemically important insti-
tutions. By taking steps to end the TBTF issue,
the SPOE strategy addresses a profound source
of instability in the previous regulatory regime.
Although there are still obstacles that will need
to be overcome and areas in which improve-
ments can be achieved, as the FDIC continues
to implement its authorities under Title II,
SPOE represents progress toward a safer finan-
cial system.

Creation of the CFPB
Housing was at the heart of the 2008 financial
crisis. Poorly underwritten mortgages, preda-

tory and misleading lending practices, and
overly complex mortgage products served to
inflate the asset bubble that ultimately created
the financial crisis. Such products and prac-
tices were allowed to proliferate in part be-
cause oversight was fragmented among several
regulatory agencies, leading to “significant
gaps and weaknesses” in supervision (U.S. De-
partment of the Treasury 2009, 7). In some
cases, these agencies did not have the author-
ity to regulate nonbank consumer products,
which effectively prevented them from protect-
ing consumers who had been subjected to
predatory lending practices by nonbank mort-
gage providers. In other cases, financial regula-
tors did not have the will to act on the author-
ity granted by Congress. For example, the
Federal Reserve waited fourteen years to adopt
new rules under the Home Ownership and Eq-
uity Protection Act of 1994, by which time that
law’s ability to limit abuses of consumers was
too late to help prevent or mitigate the impacts
of the crisis (Financial Crisis Inquiry Commis-
sion 2011, 22).

The idea for a freestanding agency to cor-
rect these problems is generally credited to
then professor Elizabeth Warren, now a sena-
tor from Massachusetts, who first proposed
such an agency in 2007 (Warren 2007). This
idea gained bipartisan support when the Trea-
sury Department under Secretary Henry Paul-
son offered a similar proposal for a business
conduct regulator in its “Blueprint for a Mod-
ernized Financial Regulatory Structure” re-
leased in 2008 (U.S. Department of the Trea-
sury 2008). The blueprint stated that business
conduct “is fundamentally linked to consumer
protection” (170) and that centralizing such
regulation in a single body “leads to greater
consistency in the treatment of products, elim-
inates disputes among regulatory agencies,
and reduces gaps in regulation and supervi-
sion” (14).

By consolidating the oversight responsibili-
ties of seven different agencies under a single
roof with a unified focus, the creation of the
CFPB was a significant achievement for con-
sumer protection (Bianco 2013, 1, 4). Dodd-
Frank provided the bureau with the jurisdic-
tional scope to cover most major consumer
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financial products, thereby leaving fewer gaps
in the regulatory infrastructure.” Since it was
created, the CFPB has engaged with both bank
and nonbank lenders, industry participants,
consumer groups, and policymakers, and has
been active in making substantive policy deci-
sions almost from its inception. It has taken
actions to remove misleading financial prod-
ucts from the marketplace and has promul-
gated rules on qualified mortgages and money
transfers. It has shown flexibility in respond-
ing to comments on initial drafts of its rules.
It is difficult to think of another new regulatory
agency that has established itself as quickly
and has had as much impact in its first few
years.

Of course, even if gaps are filled, quality reg-
ulations and a will by regulatory agencies to
implement them is also essential. Agencies
sometimes have the necessary authority to ad-
dress a problem but either choose not to use
it or simply fail to identify or understand the
problem. In addition, agencies with multiple
mandates, such as ensuring both safety and
soundness and consumer protection, can have
a difficult time prioritizing among them. Dodd-
Frank addressed these issues as well by creat-
ing a CFPB with a single priority of protecting
consumers. That does not guarantee the CF-
PB’s success, but it does give the agency a bet-
ter chance to achieve its goals.

Like any agency (particularly a new agency)
the CFPB is not perfect and can be improved.
The Government Accountability Office (GAO)
found a number of areas where the bureau can
improve its supervisory process, and the Bi-
partisan Policy Center (BPC) found that the
quality of the new agency’s decisionmaking
has been better when it has used an open pro-
cess for rule making and other activities
(Fischer and Rodriguez 2013, 19). In addition,

the CFPB and the federal prudential regulatory
agencies are still working to coordinate their
efforts, with prudential regulators at times
struggling to integrate the bureau’s findings
and examination timelines into their own ex-
isting examination processes. Some tension
between the bureau and prudential agencies
is healthy since different criteria should be
used to judge whether financial institutions
are achieving safety-and-soundness goals as
opposed to whether their products, activities,
and practices are within appropriate boundar-
ies from the perspective of consumers. Coop-
eration is, however, essential, to avoid regula-
tory gaps.

Despite prominent early support from both
sides of the aisle, the CFPB has turned out to
be perhaps the most controversial provision of
Dodd-Frank." Critics have charged that the bu-
reau is an unaccountable bureaucracy that
adds a regulatory burden on firms while harm-
ing those it is supposed to protect by raising
prices for, and limiting choice in, financial
products (Katz 2013; Winkler, Gitis, and Bat-
kins 2014). Our judgment, however, is that the
CFPB has done a remarkable job in a short
time in providing much-needed protection to
consumers. This enhanced protection will lead
to greater financial stability by reducing the
likelihood that dangerous products, activities,
and practices will proliferate and threaten fi-
nancial stability. In the long run, to the extent
that the bureau is able to efficiently root out
illegal financial practices that harm consum-
ers, and that Congress adopts sensible legal
measures, it may potentially increase eco-
nomic growth.

Derivatives and Transparency
The derivatives market, particularly for those
traded over the counter (that is, privately ne-

10. Some exemptions from the CFPB’s authority were granted, such as oversight over the extension of credit

provided through auto dealers.

11. Several of the more controversial elements of the CFPB's creation include its existence as an independent
agency within another independent agency (the Federal Reserve), its being headed by a single director as op-
posed to a board or a commission, and its reliance on funding from the Federal Reserve as opposed to from the
congressional appropriations process. It is worth noting that the two newest financial regulatory agencies Con-
gress created, the CFPB during President Barack Obama’s tenure and the Federal Housing Finance Agency
(FHFA) during President George W. Bush’s tenure, were structured as single-headed agencies. However, Con-
gress has had difficulty confirming directors to lead both agencies.
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gotiated), amplified risks to the financial sys-
tem that built up during the crisis. Derivatives
are not inherently dangerous and are a useful
tool for managing risk. According to the Inter-
national Swaps and Derivatives Association
(ISDA), of the total notional outstanding value
of over-the-counter (OTC) derivatives as of June
30, 2013, about 95 percent were either interest
rate or foreign exchange derivatives (Interna-
tional Swaps and Derivatives Association
2014a, 4), which generally performed well dur-
ing the crisis. An oft-cited example of using
another kind of derivative, a commodity de-
rivative, is when airlines buy financial instru-
ments to lock in a price for fuel oil, a major
cost of doing business for them. This protects
these airlines from sudden spikes in oil prices,
but also removes the ability for them to profit
from drops in prices such as the ones seen in
the latter half of 2014. A derivative of this type
transfers the risk of future price changes from
airlines to investors, who will realize the re-
lated profits or losses. In the right circum-
stances, derivatives are a tool to transfer risk
from those who want to be rid of it to those
best able to assume it.

Unfortunately, risk is sometimes instead
transferred to those who least understand it
rather than to those most able to bear it. The
market for OTC derivatives exists in large part
because companies often demand instruments
tailored to their specific risks and circum-
stances, which makes it difficult to standardize
products. OTC derivatives, however, were
largely unregulated before the crisis. Little in-
formation was disclosed about them and over
time they became more complex and difficult
to understand, both as individual instruments
and in the way they affected markets in aggre-
gate. Credit default swaps (CDS) were used as
insurance against the default of debt securi-
ties,” which grew increasingly complex them-
selves, leading to sellers of CDS—notably
AIG—to drastically underprice these instru-
ments because they, similarly, underestimated
the true risk of default. As if by magic, debt

securities with marginal credit ratings were
broken apart and repackaged into new securi-
ties with a large tranche rated as very safe. The
complicated nature of many of these products
and the lack of transparency surrounding
them made such sleight of hand appear more
plausible at the time.

While some aspects of its implementation
have been controversial, Title VII of Dodd-
Frank made real progress by subjecting swap
dealers to greater oversight and requiring most
derivatives to trade on open exchanges and be
centrally cleared. The ISDA estimates that
eventually 70 percent or more of even OTC de-
rivatives trades will be cleared (International
Swaps and Derivatives Association 2013, 3).
Adding much-needed oversight and transpar-
ency to such a large and consequential market
is another clear win for Dodd-Frank.

CLEAR LOSSES

As we emphasized in the beginning of this ar-
ticle, we believe that the financial system is
much safer because of changes made as a re-
sult of Dodd-Frank. However, we judge a few
provisions of the act as clear losses, providing
little or no increase in stability. The first ex-
ample actually reduces stability.

Restrictions on Federal Reserve and

FDIC Crisis Authority

The U.S. government’s actions to contain the
financial crisis were unpopular from the begin-
ning and remain so. Public polls have consis-
tently shown that Americans opposed provid-
ing money to financial firms that were in
danger during that time. As the BPC’s report
on systemic risk explained, the public believes
that government policy mostly helped large
banks and companies and the wealthy; that
emergency assistance amounted to giveaways
to bail out otherwise insolvent institutions;
and that the government’s actions have not
made the economy more secure (Dugan,
Fisher, and Muckenfuss 2014, 31). According to
Gallup, confidence in the Federal Reserve is

12. A swap is a derivative in which two or more parties agree to exchange the cash flows resulting from two or
more different financial instruments. In the case of a CDS, the buyer owes one or more payments to the seller
as with an insurance premium, while the buyer receives a payment if the underlying security being insured

defaults.
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now lower than it was before the crisis (Kohn
2014, 3).

Anger at the Federal Reserve for not pre-
venting the crisis and for its unpopular actions
during the crisis influenced the debate on
Dodd-Frank, which included a provision to ban
the Fed from providing emergency loans to a
single firm, as it did in 2008 with AIG and Bear
Stearns. Instead, these loans must be offered
through programs with “broad-based eligibil-
ity”—that is, they must be made available to a
category of institutions rather than on a one-
off basis to a single company. This provision is
intended to prevent future bailouts of financial
institutions and, by extension, to reduce the
moral hazard created by industry expectations
of future bailouts. These are laudable goals,
but the new restriction in Dodd-Frank on the
Fed’s lending authority is potentially a threat
to financial stability and could, perversely, ex-
acerbate moral hazard issues.

To understand why, it is necessary to differ-
entiate between providing temporary liquidity
to an otherwise solvent institution in a crisis
and providing capital to save an insolvent in-
stitution. The latter constitutes a bailout. The
former has been one of the primary responsi-
bilities of central banks for many years: to be
the lender of last resort. When a financial crisis
starts, creditors have an incentive to run, or
quickly withdraw their funding by refusing to
roll over existing debt. Account holders have
an incentive to quickly withdraw funds from
institutions that market participants fear are
or may soon be insolvent. Such runs can lead
to panics and crises, which can greatly damage
the real economy.

It is far less expensive to prevent runs before
they occur. For many years, the Federal Re-
serve, through its discount window, has pro-
vided loans to firms experiencing temporary
liquidity problems. During the crisis, the
agency set up a number of programmatic fa-
cilities to inject temporary liquidity into other
major segments of the financial system, such
as broker-dealers and money market mutual
funds. Taken together, these actions by the
Federal Reserve involved committing huge
government resources to prevent much greater
potential damage to the economy. Prohibiting

the Federal Reserve from making emergency
loans until it can justify making them to an
entire class of institutions forces the agency
either to wait to lend until a financial stress
event has gotten worse or to evade the spirit of
the law by effectively lending, as before, to a
single firm under cover of a tortured definition
of “broad-based” class of firms. The Federal
Reserve should not be forced to make such a
decision.

This is not to imply that there should be no
restrictions on the Federal Reserve’s emer-
gency lending authority. Appropriate thresh-
olds should be in place to ensure that loans are
made only when truly necessary, and only to
otherwise solvent firms at a penalty rate and
with high-quality collateral. The Federal Re-
serve’s emergency lending also should be
made transparent after a reasonable time pe-
riod. In fact, Dodd-Frank and the Emergency
Economic Stabilization Act of 2008 (EESA,
more popularly known for establishing TARP,
the Troubled Asset Relief Program) amended
the Federal Reserve Act to address these issues
with a series of new requirements (Federal
Reserve Act, 12 U.S.C. Section 343 [3] [B-D]),
which augmented restrictions already in place
prior to the crisis and codified additional
transparency mechanisms. The additional
transparency regarding emergency lending by
the Fed imposed in EESA do not appear to have
limited the Federal Reserve’s ability to do what
it thought was necessary while providing
greater public accountability.

Further, contrary to post-crisis conventional
wisdom, prohibiting the Federal Reserve from
making emergency loans to single institutions
can make moral hazard worse. The BPC’s pa-
per on systemic risk explains how:

Take, for example, a hypothetical case in
which two major companies originate most
of the auto loans in the United States. Com-
pany A has made high-risk investments in as-
sets that have gone bad, causing Company A
to become insolvent and threatening to put
the entire financial system at risk. Company
B is well managed and solvent but faces
short-term liquidity problems because the
market is nervous about lending to any auto
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loan originators due to the actions of Com-
pany A. Under Dodd-Frank’s new provisions,
the Federal Reserve is unable to extend credit
to Company B while letting Company A fail,
because such lending must be conducted
through programs with “broad-based eligibil-
ity”—that is, be offered to both companies A
and B. In so doing, the new provisions make
it more difficult to punish Company A’s
shareholders and management, who have
not done their jobs well, without also punish-
ing the stakeholders in Company B. In this
way, the new lending provisions can actually
create moral hazard.

We recognize that these views are controver-
sial. One of the referees for this essay argued
that there was no additional moral hazard with
a broad-based lending program as long as the
Federal Reserve follows the Bagehot dictum
and only lends to solvent institutions at a pen-
alty rate with appropriate collateral. This point
is well taken, but we recall that in the last fi-
nancial crisis serious problems occurred in
AIG, an insurance company that no one
thought ahead of time would have needed
emergency intervention from the Federal Re-
serve. It would have been hard to create a
broad facility available to all insurance compa-
nies in the time frame needed to deal with the
crisis. We do not know what the next crisis will
look like and what institutions may be in trou-
ble, and so we judge that the Federal Reserve
needs the discretion to lend to individual in-
stitutions when necessary.

In a post on his blog at the Brookings Insti-
tution website, Ben Bernanke, the former Fed-
eral Reserve Board chairman, also took a dif-
ferent view from the one given here (Bernanke
2015). He said that the new restrictions were
ones the Federal Reserve could live with and
they represented a workable compromise be-
tween Congress, which wants more control
over Federal Reserve actions, and the need for
quick and decisive actions in a crisis. He did,
however, express concern over disclosure re-
quirements. He argues that institutions will
postpone going to the Federal Reserve for help

because of the stigma attached to such borrow-
ing—specifically, a fear that other lenders will
quickly take their money out of the institution,
creating a run. Under current law, Federal Re-
serve emergency lending must be disclosed
immediately to Congress but may be kept se-
cret from the public for two years at the request
of the chair of the Federal Reserve Board. How-
ever, financial institutions may not believe
Congress will abide by the two-year rule and
the information will leak out. Hence, some in-
stitutions that should be borrowing might not
do so. (Senators David Vitter (R-La.) and Eliza-
beth Warren (D-Mass.) have proposed making
Federal Reserve emergency lending public im-
mediately).”

These points, too, are well taken, and the
three authors of this article are not in complete
agreement on the disclosure issue. There are
situations where transparency can be harmful,
but there have also been situations where the
Federal Reserve needed to be more transparent
in its actions and at least keep Congress in-
formed.

On balance, our judgment is that, although
the Federal Reserve made mistakes before and
during the financial crisis, its use of its lender-
of-last-resort authority to provide temporary
liquidity to financial institutions was perhaps
its greatest success. It is important that the
Federal Reserve retains the ability to fight a
future crisis with the same success.

Dodd-Frank also made changes to the
FDIC’s crisis authority, with mixed results. The
law recognized the value of actions taken dur-
ing the crisis by the FDIC—such as through the
Temporary Liquidity Guarantee Program
(TLGP)—to guarantee debt issued by healthy
insured depository institutions. One study
found that the TLGP reduced yields on bank-
issued debt, promoted liquidity in fixed in-
come markets, and made it cheaper for banks
to borrow at a time when that ability was more
important (Ambrose, Cheng, and King 2013).
In addition, the program achieved these re-
sults while also realizing a $9.3 billion gain for
the Deposit Insurance Fund (Federal Deposit
Insurance Corporation 2013a). In response,

13. See Bailout Prevention Act of 2015, S. 1320, 114th Cong., 2015.
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Congress laid out an explicit process whereby
the FDIC can use such authority in the future,
subject to several reasonable limitations
(Dodd-Frank Wall Street Reform and Con-
sumer Protection Act)."*

Unfortunately, Congress required that the
FDIC seek and obtain a joint resolution from
Congress before it can issue such guarantees.
Naturally Congress should thoroughly review
actions taken by regulators, but time is com-
pressed in a crisis. Destabilizing runs can be-
gin and spread, threatening the entire financial
system, within days or even hours. The longer
responses are delayed, the greater the potential
damage to the financial system and the econ-
omy. Having to wait for Congress to pass a res-
olution that may be unpopular, though neces-
sary, would subject crisis response to an
unnecessary and potentially costly delay or, in
extreme circumstances, block debt guarantee
authority entirely. Recall that despite pleas
from the president, the treasury secretary, the
chairman of the Federal Reserve, the Speaker
of the House and the minority leader of the
House, the full House of Representatives voted
down the first TARP proposal. That vote pre-
cipitated the largest single-day point drop in
the history of the Dow Jones Industrial Aver-
age. It is not always easy to get Congress to act
quickly during a crisis.

It was inevitable that government interven-
tion on a massive scale to save the financial
sector would prove unpopular, but that unpop-
ularity is not based on an accurate perception
of what the direct costs were to taxpayers. The
big “bailout” fund was the TARP, which was
used primarily to inject capital into banks.
Other government assistance took the form of
loans to and investments in financial institu-
tions. In aggregate these actions returned a sig-
nificant profit to taxpayers.” When bailouts oc-
cur, it is because they are thought by regulators
and other government officials to be the least-
bad option available. Financial crises are in-
herently unexpected to most relevant decision-

makers, who would otherwise have acted to
prevent them. Thus, we do not know what the
source of the next crisis will be, nor what spe-
cific form it will take. Because of the massive
damage that financial crises can cause to the
real economy, it is vital that regulators have the
necessary flexibility to respond quickly to un-
expected circumstances to mitigate and pre-
vent damage. The actions taken during the cri-
sis by the Federal Reserve and the FDIC were
paradoxically both unpopular and, on the
whole, highly successful. Further, the Federal
Reserve had had this extraordinary authority
available to it since the 1930s but had not used
it to any significant degree for more than sev-
enty years, until the financial crisis. In short,
the authority was used judiciously as well as
effectively. Dodd-Frank’s restrictions on this
authority are a clear loss for financial stability.

COSTLY TRADE-OFFS

Assessing Dodd-Frank beyond its clear wins
and losses is more difficult. Certain provisions
in the new law achieve some benefits, but likely
at an even greater cost. Most prominent are the
controversial Volcker Rule and the swaps push-
out rule, otherwise known as the Lincoln
Amendment.

The Volcker Rule

A popular narrative in recent years is that the
repeal of key sections of the Banking Act of
1933, otherwise known as Glass-Steagall, con-
tributed significantly to the crisis. The provi-
sions in Glass-Steagall that separated commer-
cial banking and securities activities were
repealed in pieces during the 1980s and 1990s
as part of an effort to modernize financial reg-
ulation, which resulted in the creation of large
financial holding companies that included
banks and other financial activities such as in-
surance companies and broker-dealers under
a single roof. This allowed newly diversified
banks to engage in proprietary trading. Oppo-
nents of these changes have argued that they

14. See Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 111th Cong. Available
at: www.gpo.gov/fdsys/pkg/PLAW-111publ203/html/PLAW-111publ203.htm; accessed July 11, 2016.

15. The Treasury has received more back than it disbursed to banks and to AlG. See the TARP Tracker, available
at: https://www.treasury.gov/initiatives/financial-stability/reports/Pages/ TARP-Tracker.aspx; accessed July 27,

2016.
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set up potential conflicts of interest with
banks’ clients and increase moral hazard and
reduce financial stability because these banks
hold taxpayer-insured deposits and have the
ability to access government liquidity through
the Federal Reserve’s discount window. Propo-
nents have argued that diversified financial in-
stitutions are made safer by being able to rely
on a wider range of revenue streams. There is
merit in each of these arguments.

Whether or not repealing Glass-Steagall was
good policy, there is little evidence that propri-
etary trading was a direct and major contribu-
tor to the most recent crisis. The problem was
not trading per se, but the fact that financial
institutions bought and held asset-backed se-
curities for which the underlying risk was badly
mispriced by the market as a whole. In effect,
they purchased bad loans. Traditional banking
involves taking deposits and using the funds
to make loans to families or small and medium-
sized businesses. This is something policy-
makers want banks to do in order to help peo-
ple buy houses and companies create jobs, but
such lending has always been risky. Individual
loans are risky indeed and even a more diversi-
fied portfolio of loans can be risky in a local or
a national downturn. For generations, bank
failures have resulted from banks making bad
loans and the recent crisis had much in com-
mon with this historical pattern, although the
complex financial engineering made the prob-
lem bigger and more difficult to rectify than
previous events. The Volcker Rule as written in
Dodd-Frank bans proprietary trading by banks
that is not done at the behest of their clients
and it also limits banks’ ownership of, and re-
lationship to, “covered funds,” which include
hedge funds and private equity funds (Dodd-
Frank Wall Street Reform and Consumer Pro-
tection Act, section 619). The rule’s primary
congressional sponsors, Senators Jeff Merkley
(D-Ore.) and Carl Levin (D-Mich.) intended the
rule to “put a strong firewall between banks
and hedge fund-style high-risk trading” and
thereby “change the culture and practices at
our nation’s largest financial firms, to prevent
Wall Street and the big banks from making
swing-for-the-fences bets that put depositors
and taxpayers at risk” (Merkley and Levin
2013). The former Federal Reserve chairman

Paul Volcker, for whom the rule is named, en-
visioned a simple, clear ban on proprietary
trading (Stewart 2011). The rule that was final-
ized by five regulatory agencies is highly com-
plex and includes exceptions for market-
making and hedging activities. As BPC’s report
on the Volcker Rule and the Lincoln Amend-
ment explained (Cox, Macey, and Nazareth
2013, 11):

Judging the intent of a trade in real-world sit-
uations is not an easy task. For example, for
the purposes of market-making, a financial
institution may buy securities that it reason-
ably expects its clients will want to purchase.
If market conditions change or the institu-
tion simply misjudges, those securities may
go unsold for longer than expected, which
could resemble proprietary trading. A trade
that starts as a hedge may later look specula-
tive as the result of other trades within a port-
folio. Some trades are even made for more
than one purpose at a time.

This is not to argue against nuanced over-
sight. Given that the Volcker Rule is the law,
regulators should do what they can to get it
right. That means taking an iterative, phased-
in approach to gathering data, finding trading
patterns, and identifying proprietary trading
in a way that differentiates among different ac-
tivities and asset classes. There are benefits to
be achieved for financial stability if the Volcker
regulations are properly implemented and reg-
ularly adjusted based on changing market con-
ditions.

The question is how many of these benefits
can be realized, and at what cost. A 2014 Office
of the Comptroller of the Currency (OCC) study
estimated that initial compliance would cost
the banking industry $4.3 billion (Miedema
2014). If the cost and complexity of regulations
end up limiting legitimate market-making and
hedging activity, or force providers of such ser-
vices from the market, it could raise prices and
reduce liquidity to the extent of outweighing
the benefits realized. The Volcker Rule only
went into full effect in July 2015 and we do not
know what its impact will be. When the Federal
Reserve issued the draft version of the rule,
some of the comment letters expressed con-
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cern that medium-sized enterprises would find
it more costly or more difficult to issue new
debt with the rule in place. The final Volcker
regulations also require banks to divest them-
selves of existing assets such as collateralized
loan obligations within a specified time period,
as opposed to banning purchases of assets of
this type and allowing ownership of existing
assets to wind down over time, which creates
the prospect of banks’ being forced to sell at
fire-sale prices. Perhaps acknowledging this
problem, the Federal Reserve and other regula-
tors have repeatedly granted one- and two-year
extensions for these legacy assets, the most re-
cent lasting until July 2017.

The Lincoln Amendment

Another provision in Dodd-Frank meant to
separate securities and commercial banking
activities was the swaps push-out rule, or Lin-
coln Amendment. Added by Senator Blanche
Lincoln (D-Ariz.), the provision attempts to
protect taxpayers from subsidizing trading ac-
tivity, derivatives activity in particular, by pro-
hibiting insured depository institutions with
access to Federal Reserve liquidity facilities
from engaging in certain derivatives trading
activities.

However, prominent regulators such as Vol-
cker and Sheila Bair, a former FDIC chairman,
suggested that the goals of the push-out rule
are already achieved by the Volcker Rule (Bair
2010; Volker 2010). In light of this, keeping the
push-out rule in place adds additional cost for
both regulators and industry without realizing
additional benefits.

It is also unclear how implementation of
the Lincoln Amendment would work in rela-
tion to the proposed SPOE resolution regime.
If a holding company needs to recapitalize a
troubled swaps dealer subsidiary that has been
pushed out of the subsidiary bank, then the
damage caused would appear to be the same
whether the problems were inside or outside
one specific subsidiary. Put another way, under
an SPOE failure system, it is unclear what the
benefit to taxpayers is of having separated the
swaps dealer.

There were also concerns raised about how
the implementation of this push-out would af-
fect the unwinding of derivatives contracts in

the event of failure. In October 2014, subse-
quent to passage of the Lincoln Amendment
and as part of the financial regulators’ work
to improve the failure resolution regime, the
ISDA announced that eighteen major global
banks had agreed on a new “stay protocol” in
which these banks waive their cross-default
and early termination rights “to give regula-
tors time to facilitate an orderly resolution” if
one of the eighteen enters failure resolution
(International Swaps and Derivatives Associa-
tion 2014b). Whether these changes fully ad-
dress the earlier concerns is not clear, but the
changes were a step in the right direction.

Finally, it is important to note that for the
Lincoln Amendment to achieve its goals, regu-
lators would have to be willing to allow the
pushed-out swaps dealer to fail, if it were in
trouble, without any consequence to the in-
sured depository institution. Early on in the
last financial crisis, regulators faced a some-
what similar choice with regard to certain
structured investment vehicles (SIVs). These
SIVs were not swaps dealers, but were legally
separate investment vehicles that some large
financial institutions had created and sold in-
vestments in to some of their largest clients.
When some of these SIVs got into early trouble,
several financial firms took them onto their
balance sheets or provided them with substan-
tial financial support. These firms argued that
doing so, with the approval of their regulator,
was necessary to avoid reputational risk. The
lesson is that even if something is considered
“pushed-out” and “off the books” during good
times, it may still be “pulled back in” during a
crisis or panic.

The BPC proposed to indefinitely suspend
implementation of the Lincoln Amendment
pending implementation of the Volcker Rule.
Since then, Congress has substantially changed
the law, effectively rolling back large sections
of the Lincoln Amendment as part of an om-
nibus spending bill. This legislation created
considerable backlash, owing in part to sub-
stantive disagreements and in part to concerns
about the process for adding the provision to
this bill. However, Congress passed and the
president signed the legislation, effectively
ending the costly trade-off of the Lincoln
Amendment.
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Figure 4. Fragmented U.S. Regulatory Structure Prior to Dodd-Frank Act
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Source: Neiman and Olson 2014, 49-50.

UNFINISHED BUSINESS

We put in a separate category areas where
Dodd-Frank made progress but did not go far
enough. Most prominent in this category of
unfinished business is inadequate streamlin-
ing of the U.S. financial regulatory architecture
and too little authority and independence for
the new macro-prudential agencies that Dodd-
Frank created.

Regulatory Consolidation

The high level of fragmentation and overlap
found in the U.S. financial regulatory structure
contributed to the financial crisis. A 2014 BPC
report (Neiman and Olson 2014, 60-64) identi-
fied three prominent examples for which this
was the case:

1. The lack of understanding of regulators
of the risks associated with complex new
financial products that undergirded the
complicated system of mortgage origina-
tions and securitizations

2. The inability of regulators to exercise juris-
diction over derivatives markets due to con-
gressional action

3. Ineffective oversight of thrift holding com-
panies—such as AIG—that resulted from
structural opportunities for regulatory arbi-

State Banking
Supervisors

State Banking
Supervisors

trage and capture, and ineffective coordina-
tion among federal regulatory agencies
with overlapping jurisdictions

Since no single agency was responsible for tak-
ing an overall view of the financial system, in
the years leading up to the crisis significant
gaps developed and regulators did not see the
broad risks that were building up in the system
in the 2000s. A lack of common financial data
standards was a related and substantial imped-
iment to understanding market risk. Overlap-
ping jurisdiction for both bank prudential and
capital markets regulatory agencies created in-
teragency friction, inefficient use of supervi-
sory and regulatory resources, duplicative re-
quests and compliance responsibilities for
financial institutions, and opportunities for
regulatory arbitrage as institutions had incen-
tives to play off one agency against another un-
der the threat of “charter shopping.” The regu-
latory system as it was prior to Dodd-Frank is
shown in figure 4, by activity and product.
Dodd-Frank made some progress in ad-
dressing the problem of overlapping jurisdic-
tions. It created a new supercouncil of regula-
tors, the FSOC, to keep an eye on risk in the
financial system as a whole and to better coor-
dinate among agencies. It also created the OFR
to support the FSOC, develop common finan-
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Figure 5. Somewhat Improved U.S. Regulatory Structure After Dodd-Frank Act
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cial data standards, and analyze threats to fi-
nancial stability. As detailed earlier, Dodd-
Frank created the CFPB to consolidate federal
oversight of consumer financial products in a
single agency, and it closed a major gap by
bringing derivatives products under the juris-
diction of the Commodity Futures Trading
Commission (CFTC) and the SEC. The act also
eliminated the Office of Thrift Supervision
(OTS), which had been responsible for oversee-
ing many of the financial institutions engaged
in the riskiest practices prior to the crisis, and
moved its previous responsibilities to several
other agencies, particularly the OCC. These
were all positive steps.

As after previous crises, however, Congress
found it much easier to create new agencies
than to consolidate existing ones. Figure 5
shows the progress that was made and also the
overlap and fragmentation that remains. Juris-
dictional issues in Congress prevented a
merger of the CFTC and the SEC, something
that has been recommended numerous times
over the years. Prudential bank regulation is
still divided among three federal agencies. And
since there is no federal insurance charter or
regulatory agency, insurance companies that
are designated by the FSOC as systemically im-

portant are regulated by the Federal Reserve.
To date three of the four companies designated
by the FSOC have been insurance companies
and it is not yet clear whether the Federal Re-
serve has the expertise and the proper frame-
work to effectively regulate these institutions.
Further, Dodd-Frank’s attempt to improve co-
ordination by assigning multiple agencies to
jointly write rules and regulations has seen
mixed results at best: many congressionally
mandated deadlines have been missed and
there has been friction between and among
agencies.

There is no single “best” approach to finan-
cial regulatory architecture, but the current
U.S. system remains more fragmented and less
efficient than it should be. The BPC’s 2014 re-
port, “Dodd-Frank’s Missed Opportunity: A
Road Map for a More Effective Regulatory Ar-
chitecture,” made a series of recommendations
to build on what Dodd-Frank began, including
the following recommendations (Neiman and
Olson 2014, 5-10):

« Create a consolidated examination force
that would leverage resources, expertise,
and knowledge from each of the prudential
bank regulators and result in a single set of
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Figure 6. Proposed Bipartisan Solution: Streamlining Regulation
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supervisory questions and a single exami-
nation report.

+ Build on this exam force by eventually elim-
inating the OCC and vesting all bank and
bank holding company supervision and
regulation within a single Prudential Regu-
latory Authority (PRA).

+ Merge the CFTC and the SEC into a single
capital markets authority.

+ Create a new federal insurance charter and
Federal Insurance Regulator (FIR) to ensure
that insurance companies, products, and
practices are overseen by an entity that is
expert in the business of insurance.

 Phase out the federal thrift charter in favor
of a single, modern federal banking charter.

- Ensure that all independent financial regu-
latory agencies can rely on funding inde-
pendent of congressional appropriations.

The BPC plan would result in a more stream-
lined structure, as shown in figure 6.

There will always be significant hurdles to
such major changes, but policymakers should
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not wait until the next financial crisis proves
once again that they are necessary.

The Financial Stability Oversight Council

As previously stated, Dodd-Frank took a posi-
tive step forward by creating the FSOC and the
OFR as macro-prudential regulators. Such sys-
temic oversight was a major gap in pre-crisis
regulation, and the agencies were also as-
signed the jobs of plugging gaps in financial
data and improving coordination among FSOC
member agencies.

Congress, however, left the FSOC without
the necessary authority to carry out all of its
duties. The FSOC’s major power is to designate
nonbanks as SIFIs, thereby subjecting them to
oversight by the Federal Reserve Board. This,
though, is a binary power that does not allow
federal regulators to exercise much oversight
of nonbanks unless they are designated as SI-
FIs. In addition, the process is controversial,
with particular friction around the FSOC’s
track record of assigning the SIFI designation
to large insurance companies.

The lack of authority held by the FSOC is
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most evident in its inability to force coopera-
tion among member agencies or to force an
agency to change its behavior. The FSOC may
make recommendations to its member agen-
cies to address threats to financial stability, but
it cannot compel them to act even if there is a
supermajority vote of the full membership.
Similarly, although it provides a valuable fo-
rum for member agencies to meet and discuss
issues, the council does not have the authority
to force improved coordination on activities
such as joint rule writing.

BPC’s Responding to Systematic Risk report
recommended that the FSOC be given addi-
tional authority to address these issues (Du-
gan, Fisher, and Muckenfuss 2014, 48-52). The
council would be able to issue regulations on
its own when two or more agencies charged by
Congress to jointly write such regulations fail
to complete them within 180 days of the con-
gressionally mandated deadline for doing so.
In addition, the FSOC would have the authority
to issue its own regulations when it finds them
necessary to deal with a grave threat to finan-
cial stability.'

With power comes accountability. The
FSOC has been criticized for its lack of open-
ness despite having instituted a transparency
policy in May 2014 (Financial Stability Over-
sight Council 2014). Bills have been introduced
in Congress to allow members of boards and
commissions represented on the council,
members of Congress who sit on FSOC over-
sight committees, and FSOC member agency
staff to be able to attend council meetings.
Other legislation would subject the FSOC to
the transparency and open-process provisions
of the Government in the Sunshine Act, the
Federal Advisory Committee Act, and the Ad-
ministrative Procedures Act. Companies under
review for possible SIFI designation believe
that they should be better informed at all
stages of that process and be given better and
earlier opportunities to provide materials and
feedback to the council, review the council’s
findings, and learn exactly what risks the coun-

cil believes they pose to financial stability,
which is a precursor to designation as a SIFI.

For the FSOC to be effective, it must have
the trust of its stakeholders. A balance must
be struck between public transparency and the
council’s ability to freely discuss sensitive is-
sues and analyze proprietary information as
part of the designation process and otherwise.
The FSOC should augment its current trans-
parency policy by releasing more detailed min-
utes of meetings, along the lines of the Federal
Reserve’s Federal Open Market Committee,
which provides useful information and in-
sights to the public through the release of its
minutes subject to a three-week lag. The coun-
cil would also be wise to improve its com-
munication with companies under review for
designation while continuing to protect confi-
dential information. Notifying companies of
their status in the designation process and al-
lowing them to interact with council members
at all stages would improve the process and
lead to better outcomes. In February 2015, the
FSOC addressed some of these suggestions in
a series of amendments to its designation pro-
cess (Financial Stability Oversight Council
2015).

The Office of Financial Research

Dodd-Frank created the OFR and charged it
with supporting the FSOC, identifying poten-
tial sources of systemic risk, and improving the
quality and standardization of financial data.
An ideal OFR would be free enough of political
constraints to “ring the alarm bell” about sys-
temic threats it identifies, and would seize
upon its data mission in order to close data
gaps and improve the data used by all financial
regulators. The new agency has contributed in
several areas, but its progress overall has been
disappointing. Although the OFR was set up as
an office within the Treasury Department, it
was given the ability to act much more inde-
pendently than other Treasury offices, some-
thing the OCC has long done. The OFR has
instead chosen to focus on supporting the

16. The recommendation in the PPC's report “Dodd-Frank’s Missed Opportunity” would allow the FSOC to im-
pose heightened standards and safeguards, while the recommendation in “Responding to Systemic Risk” would
allow the council to issue its own regulations, but only when a member agency has failed to act.
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FSOC and the Treasury, which limits its ability
to be an independent voice, a tremendous
missed opportunity. The agency would also
gain short-term influence and long-term effec-
tiveness by focusing a greater share of its en-
ergy on its data quality and standardization
mission.

TOO SOON TO TELL

Earlier, we argued that increasing bank capital
requirements is a clear win for Dodd-Frank and
global financial reform. Increasing capital is
not free, but it is worth the cost in the contri-
bution it makes by improving the stability of
individual institutions and the financial sys-
tem as a whole. New prudential requirements,
though, do not only affect the mandated level
of Tier 1 capital at banks. Dodd-Frank, Basel,
and work by the G-20 also specify requirements
or standards for leverage ratios, additional cap-
ital buffers, stress testing, liquidity, and long-
term debt holdings.

Leverage Ratio

Basel III includes a minimum leverage ratio—
calculated as Tier 1 capital divided by total con-
solidated assets—of 3 percent. The ratio acts
as a backstop to risk-weighted capital metrics
by measuring assets without risk weighting. In
September 2014, the Federal Reserve, the FDIC,
and the OCC finalized a rule for an enhanced
supplementary leverage ratio for banks with
over $700 billion in assets (Board of Governors
of the Federal Reserve System, Federal Deposit
Insurance Corporation, and Office of the
Comptroller of the Currency 2014). The ratio is
5 percent for U.S.-based global systemically im-
portant bank holding companies and 6 percent
for their insured banks. Below these levels, in-
stitutions will be subject to regulatory limita-
tions on capital distributions and discretion-
ary bonus payments.

Capital Buffers

Basel III includes provisions for a capital con-
servation buffer at 2.5 percent of risk-weighted
assets. It is intended to augment Tier 1 capital
by further building up capital buffers during
healthy operating periods that can be drawn
upon during stress events. A countercyclical
capital buffer of between 0 and 2.5 percent of

risk-weighted assets provides another buffer
that is intended to vary, rising in periods when
regulators are concerned that credit growth is
excessive.

Stress Tests

Dodd-Frank requires annual stress tests for all
bank SIFIs. Stress tests assess the ability of
banks to weather extreme stress events and
have become a central tool of Federal Reserve
supervision since they were first used exten-
sively in early 2009. They have proved valuable
to both banks and regulators, but are also com-
plex and costly. Further, flawed assumptions
can cause stress tests to fail to predict impor-
tant gaps and problems in the same way that
flawed assumptions about risk can lead to in-
accurate risk-weighting of assets.

Liquidity

Basel Il instituted two new measures of liquid-
ity: the Liquidity Coverage Ratio (LCR) and the
Net Stable Funding Ratio (NSFR). LCR dictates
that banks must hold enough high-quality lig-
uid assets (cash, excess reserves held at the
Federal Reserve, and U.S. treasuries) to cover
their cash needs for a scenario in which they
would be unable to access capital markets for
a thirty-day period. NSFR is intended to pro-
mote the use of more stable, longer-term
sources of funding by requiring that a firm’s
stable funding (deposits, equity, and long-term
wholesale funding) is greater than its weighted
long-term assets.

Taken together, LCR and NSFR are in-
tended to ensure that firms can meet their li-
quidity needs during stress events. There is
some risk, though, in predicting future liquid-
ity. U.S. treasuries are considered one of the
safest and most liquid assets in the world and
are included in LCR calculations for that rea-
son. That assessment could change drastically
if a future crisis were triggered by the U.S. gov-
ernment defaulting on its debt, something
that was conceivable during the debt-ceiling
crises of 2011 and 2013. Municipal debt pro-
vides another example. Because state and lo-
cal governments rarely default, their debt is
considered very safe. However, because much
of their debt is held by retail investors and
many municipalities have small issuances,
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Figure 7. Basel I, Quantitative Impact
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they may not trade frequently. Often the secu-
rities that trade the most frequently, and
hence are the most liquid, are those of the
small number of troubled state or local gov-
ernments. For example, three of the five and
ten of the top seventeen most frequently
traded municipal securities over a ninety-day
period in late 2014 were issued by Puerto Rico,
whose government continues to face serious
potential default risk as of this writing."” If li-
quidity is not properly defined, it can skew de-
mand for both safe and risky assets. Further,
what is liquid one day can suddenly become
illiquid in a crisis, such as happened with as-
set- and mortgage-backed securities during
the most recent crisis.

Long-Term Unsecured Debt

In November 2015, the G-20 endorsed an FSB
proposal for a framework for TLAC that goes
beyond the minimum capital requirements in
Basel III for the largest global banks (Klein and
Ryan 2014). The FSB proposed a new global

minimum standard of 16 to 20 percent of risk-
weighted assets that each of these institutions
would need to meet in TLAC, which would be
a combination of equity and debt at the hold-
ing company level that can either be written
down or converted to equity in the event of
significant losses or failure.

It is not clear how these rules taken in com-
bination (see figure 7) will affect financial sta-
bility, nor how they will affect the operations,
lending decisions, and adjustments to asset
holdings of banks. Getting the balance right
will require proper weighting of risk, accurate
prediction of liquidity, and global coordina-
tion, along with good judgment and flexibility
on the part of regulators and market partici-
pants.

CONCLUSIONS

The analysis in this article leads us to a few
overarching conclusions about the impact of
financial reform and the state of the financial
system today.

17. Date range October 20 to December 23, 2014; see Bondview.com, “Most Active Bonds,” www.bondview.com/
trends/most-active-bonds/sector/All%20Sectors/state/All%20States/min_yield/5/min_volume/0/start_
date/10-20-2014/end_date/12-23-2014/taxable/all; accessed June 6, 2016.


www.bondview.com/trends/most-active-bonds/sector/All%20Sectors/state/All%20States/min_yield/5/min_volume/0/start_date/10-20-2014/end_date/12-23-2014/taxable/all
www.bondview.com/trends/most-active-bonds/sector/All%20Sectors/state/All%20States/min_yield/5/min_volume/0/start_date/10-20-2014/end_date/12-23-2014/taxable/all
www.bondview.com/trends/most-active-bonds/sector/All%20Sectors/state/All%20States/min_yield/5/min_volume/0/start_date/10-20-2014/end_date/12-23-2014/taxable/all
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1. The financial sector is much safer today

than before the crisis. Some provisions
have been “clear wins” for Dodd-Frank.
They have improved stability without seri-
ously harming efficiency and economic
growth. These provisions include higher
capital requirements, the SPOE resolution
approach, and the CFPB.

. We are on the right path to ending “too-big-
to-fail,” thanks in large part to the SPOE
strategy. The SPOE approach successfully
minimizes uncertainty about which firms
could expect to be rescued in case of finan-
cial distress. By offering clear procedures
for resolving failed institutions, the SPOE
strategy removes a major source of risk
from the financial sector.

. Consumers are better protected now. The
CFPB has quickly increased the safeguards
for consumers by taking steps to remove
misleading financial products from the
market place and crafting rules on qualified
mortgages and money transfers. However,
the agency can and should improve, partic-
ularly in the areas of supervision and inter-
agency cooperation.

. Financial stability must be balanced with
economic growth. The system must be safe,
but this should be achieved in a way that
does not excessively constrain efficiency
and economic growth. Policymakers must
be careful to encourage financial stability

without discouraging healthy economic ac-
tivity.

5. Corrections and adjustments to Dodd-
Frank would improve its performance. Al-
though Dodd-Frank has been largely suc-
cessful in stabilizing the financial sector, it
still needs to be fine-tuned. Stronger efforts
should be made in the areas of regulatory
consolidation, FSOC authority, and OFR in-
dependence. The Volcker Rule require-
ments should be clarified for banks to make
implementation easier and more efficient.
The new limitations on Federal Reserve and
FDIC crisis authority should be eliminated
for the sake of financial stability. The sub-
jectivity surrounding SPOE and firm expec-
tations should be rectified and the tensions
between living will requirements and the
SPOE approach should be resolved. Finally,
regulators should carefully monitor areas
where it is “too soon to tell” what the effects
of changes are, so they can react swiftly and
appropriately to new developments.

APPENDIX

In 2013, the Bipartisan Policy Center con-
ducted an informal survey of selected thought
leaders with regulatory, industry, consumer ad-
vocacy, and academic backgrounds.’ BPC
asked them which provisions in Dodd-Frank
were most likely to reduce or raise systemic
risk. A summary of their responses is shown
in figure Al.

18. Although the survey was sent to a broad range of respondents from varying backgrounds, it was not con-
ducted using a random or scientific sample nor were its findings reweighted.
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Figure A1. Results of BPC Survey Regarding Effectiveness of Dodd-Frank to Reduce Systemic Risk

Policies Identified by Survey Respondents as Most Likely to Affect Systemic Risk
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Source: Dugan, Fisher, and Muckenfuss 2014.
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The Resolution of Distressed ()
Financial Conglomerates

HOWELL E. JACKSON AND STEPHANIE MASSMAN

One of the most elegant legal innovations to emerge from the Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010 is the FDIC’s single-point-of-entry (SPOE) initiative, whereby regulatory authorities
will be in a position to resolve the failure of large financial conglomerates (corporate groups with regulated
financial entities as subsidiaries) by seizing a top-tier holding company, downstreaming holding-company
resources to distressed subsidiaries, wiping out holding-company shareholders while simultaneously impos-
ing additional losses on holding-company creditors, and allowing the government to resolve the entire group
without disrupting the business operations of operating subsidiaries (even those operating overseas) or risk-
ing systemic consequences for the broader economy.

Although there is much to admire in the creativity underlying SPOE, the approach’s design also raises a
host of novel and challenging questions of implementation. This chapter explores a number of these ques-
tions and elaborates upon the following points. First, in contrast to traditional approaches to resolving fi-
nancial conglomerates, SPOE is premised on the continued support of all material operating subsidiaries,
thereby potentially extending the scope of government support and thus posing the possibility of mission
creep and expanded moral hazard. Second, SPOE contemplates the automatic downstreaming of resources
to operating subsidiaries in distress, but effecting that support is likely to be more difficult than commonly
understood. If too much support is positioned in advance, there may be inadequate reserves at the top level
to support a single subsidiary that gets into an unexpectedly large amount of trouble. Alternatively, if too
many reserves are retained at the holding-company level, commitments of subsidiary support may not be
credible (especially to foreign authorities) and it may become difficult legally and practically to deploy those
resources in times of distress.

SPOE is most easy to envision operating in conjunction with the FDIC’s expanded authority under its
Orderly Liquidation Authority (OLA) established under Title II of the Dodd-Frank Act. However, the act’s
preferred regime for resolving failed financial conglomerates is the U.S. Bankruptcy Code (where Lehman
was resolved) and not OLA. Several complexities could arise were a bankruptcy court today called upon to
implement an SPOE resolution plan. While many legal experts are working on legislative proposals to amend
the Bankruptcy Code to facilitate SPOE resolutions, there are a number of legal levers that federal authori-
ties could deploy under current law to increase the likelihood that the SPOE strategy could be effected
through traditional bankruptcy procedures. The task would be challenging and would require considerable
advanced planning. But there are substantial benefits to be had from taking steps now to increase the likeli-
hood that the bankruptcy option represents a viable and credible alternative for effecting SPOE transactions
without resort to OLA and Title II of the Dodd-Frank Act.
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If a regulatory Rip Van Winkle had wandered
up into the Catskill Mountains in the summer
0f 1996 only to emerge again twenty years later,
in 2016, much of the supervisory landscape
would appear strange and unfamiliar: stress
tests and centralized clearing of derivatives;
new regulatory actors in the form of the Finan-
cial Stability Oversight Council and the Con-
sumer Financial Protection Bureau; and
billion-dollar enforcement settlements with
major financial conglomerates announced
with startling frequency. But one of today’s
leading regulatory challenges, the resolution
of financial conglomerates, would strike a fa-
miliar note for our latter-day Knickerbocker.
That topic was also a source of intense contro-
versy in policy circles back in the 1990s, and
one that echoes (albeit imperfectly) in today’s
debates over regulatory reform and the resolu-
tion of financial conglomerates.

The problem of failed financial conglomer-
ates emerged on the national stage back in
1984, when the Federal Deposit Insurance Cor-
poration (FDIC) intervened with an investment
in the Continental Illinois holding company.
Although shareholders of the holding com-
pany were largely wiped out, the FDIC’s action
saved holding-company bondholders from suf-
fering losses and prompted scathing criticisms
that the FDIC had overstepped its statutory
mandate to protect insured depositors. A few
years later, the Federal Reserve Board raised
industry hackles in advancing a new “source-
of-strength” doctrine under which bank hold-
ing companies might be called upon to infuse
capital into failing bank subsidiaries, under-
mining (in the view of industry opponents)
principles of limited liability and corporate
separateness within financial groups. Statu-
tory amendments adopted through the Federal
Deposit Insurance Corporation Improvement

Act (FDICIA) of 1991 partially codified the
source-of-strength doctrine and when the
Bank of New England failed in the early 1990s,
the FDIC was able to invoke these new FDICIA
provisions to lay claim to conglomerate-wide
resources to reduce the corporations’ resolu-
tion costs.*

To a person steeped in banking policy de-
bates of the 1990s, the emerging policy debates
over the Orderly Liquidation Authority (OLA) of
Title II of the Dodd-Frank Act along with the
FDIC’s single-Point-of-entry (SPOE) proposal
would seem eerily familiar.? Under this new res-
olution strategy, the FDIC is to be appointed
receiver of the top-tier U.S. holding company of
a systemically important financial institution
(SIFI).* As contemplated under SPOE, the re-
ceivership would absorb losses incurred by all
material operating subsidiaries and then recap-
italize those subsidiaries as needed with a com-
bination of holding company reserves and the
conversion of pre-positioned intracorporate
loans. Federal authorities would then organize
anew bridge holding company to receive assets
from the receivership estate. As envisioned,
these transferred assets would consist primarily
of the receivership’s investments in recapital-
ized downstream subsidiaries and other healthy
affiliates. The equity holders’ and unsecured
creditors’ claims of the old holding company
would remain in the receivership, bearing
losses according to their priority. These claims
would either be wiped out or satisfied through
a securities-for-claims exchange, giving these
claimants equity in the new bridge holding
company. In theory, this approach would en-
sure that the original holding company’s stock-
holders and debt holders will absorb all losses
of the consolidated company while transferring
support down to operating subsidiaries to allow
operations (most significant, their systemically

1. The source-of-strength doctrine was ultimately fully codified in the Dodd-Frank Act. For an analysis of these
doctrinal developments in the 1990s, see Jackson 1994. For more recent and comprehensive work tracing the
history of the source-of-strength doctrine through the Dodd-Frank Act, see Lee 2012a and Lee 2012b.

2. See sections 201-14 of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010. For an
overview of OLA and the ways in which it differs from traditional bankruptcy procedures, see Massman 2015.

3. Request for Comments regarding Resolution of Systemically Important Financial Institutions: The Single Point
of Entry Strategy, 78 Fed. Reg. 76,614, 76,616 (December 18, 2013). There is an extensive literature on SPOE from
early articulations in Guynn 2012 through more complete accounts such as Bovenzi, Guynn, and Jackson 2013,
PwC 2015, and Skeel 2014. For a critical perspective, see Kupiec and Wallison 2014.
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important operations) to continue uninter-
rupted during the course of resolution.

The downstreaming of holding-company re-
sources to cover losses in failing subsidiaries
in the first phase of SPOE is just what the Fed-
eral Reserve Board’s original source-of-
strength doctrine was designed to accomplish.
And to the extent that the SPOE proposal
would pass those losses along to holding-
company creditors, that is also consistent with
the Fed’s original source-of-strength approach
in that the assignment of losses to holding
company creditors corrects the most widely
criticized aspects of the FDIC’s bailout of Con-
tinental Illinois bondholders.

To be sure, the logic underlying OLA and
SPOE is not exactly the same as the original
source-of-strength doctrine and related inno-
vations of the 1990s. There are two key differ-
ences: First, those earlier interventions were
primarily aimed at reducing resolution costs
and solving a moral-hazard problem. To the
extent that holding companies allowed their
subsidiaries to take on financial risks and in-
cur financial losses, the source-of-strength
doctrine forced the holding companies to in-
ternalize those losses, thereby correcting in-
centives and diminishing moral hazard con-
cerns. While OLA-SPOE also has these salutary
incentive effects, the structure is centrally de-
signed to address systemic risk concerns
(whether of contagion or interconnectedness)
by creating a structure that permits the down-
stream subsidiaries of financial conglomer-
ates to remain in business and honor their
creditors (especially runnable short-term
creditors). Although fear of subsidiary credi-
tors’ losses had clearly been a concern under-
lying the FDIC’s intervention in Continental
Ilinois, avoiding losses to subsidiary credi-
tors was not central to other major bank-
holding company failures following the Conti-
nental Illinois failure (such as MCorp or Bank
of New England), where the principal operat-
ing subsidiaries were clearly insolvent and
were headed into receivership and supervi-
sory mergers. The primary government con-
cern in both cases was to pass along the cost
of those failures to holding-company creditors

so as to minimize government losses and es-
tablish appropriate incentives for the future.

Another key difference between the FDIC’s
new SPOE approach and its pre-Dodd-Frank
Act precursors is the extent to which regulatory
authorities are doing extensive advanced plan-
ning to facilitate orderly resolution in times of
financial crisis. Although in former times fi-
nancial holding companies, at least in the
United States, were subject to consolidated
capital requirements and activities restric-
tions, little else was required to ensure that
these holding companies would retain ade-
quate additional reserves to come to the assis-
tance of their banking subsidiaries in times of
distress. The source-of-strength doctrine was
largely limited to the assets that happened to
be available when subsidiary banks failed, and
little regulatory attention was given to making
sure that a financial conglomerate organized
itself in a manner that would facilitate down-
streaming value to insured banks when crises
rose. In the wake of Dodd-Frank, however, con-
siderable advanced planning is required. In
particular, systemically important financial in-
stitutions are required to develop acceptable
living wills (resolution plans) with consider-
able attention to precise steps that will be
taken to resolve the firm in an orderly manner,
should financial difficulties arise. (Barr, Jack-
son, and Tahyar 2016, ch. 9.3.)

Drawing on insights into the regulation of
financial conglomerates developed in the de-
bates of the 1990s, this chapter explores a
series of questions about the evolving SPOE
strategy that U.S. authorities are currently de-
veloping. Our goal is to highlight several im-
portant challenges to successful implementa-
tion of the SPOE strategy, as well as a handful
of possible solutions available under existing
statutory standards. This entails some discus-
sion of technical issues of banking regulation
and bankruptcy law, but we attempt to keep
these technical references to a minimum and
to stress the overarching policy issues. We also
do not attempt to replicate an excellent grow-
ing literature proposing ways in which the fed-
eral Bankruptcy Code could be amended to ac-
commodate SPOE resolutions.*

4. See Skeel 2014; Huertus 2015; Jackson 2015; Lee 2015; and Skeel 2016.
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The article has four main parts. The first
part explores a series of design challenges in
the SPOE approach to resolving financial
conglomerates, challenges that the emerging
literature on the subject (much of it quite il-
luminating) has failed to examine adequately.
The second section sketches out what is
emerging as a complex choice architecture
for the resolution of financial conglomerates,
a choice architecture that is built around a
statutory presumption that financial con-
glomerates will be resolved through tradi-
tional bankruptcy procedures and not the
highly publicized OLA procedures estab-
lished in Title II of the Dodd-Frank Act. The
third part focuses on a central, but poten-
tially problematic, resolution alternative: ap-
plication of SPOE resolution under the exist-
ing federal Bankruptcy Code. Here we flag
several key difficulties and suggest potential
workarounds under current law. In the last
section we conclude with some preliminary
thoughts on deeper issues of regulatory phi-
losophy underlying emerging approaches to
the resolution of financial conglomerates.

DESIGN CHALLENGES OF
IMPLEMENTING SPOE

One of the striking features of the SPOE ap-
proach is the extent to which it expands the
scope of holding-company support obliga-
tions beyond what was contemplated in prior
holding-company resolution strategies under
the original source-of-strength doctrine and
related policies (Baer 2014; Kupiec 2015). This
point is illustrated in figure 1. The diagram on
the top highlights the direction of financial
support envisioned in the resolution of finan-
cial conglomerates in the 1990s. At that time,
the sole recipient of capital contributions was
the failing commercial bank within a corpo-
rate group. Support could be drawn from the
holding company (under the sources-of-
strength doctrine) or from healthy FDIC-
insured depository institutions (via the cross-
guarantee provisions of FDICIA). But the

beneficiary was invariably an FDIC-insured
banking subsidiary.

Under SPOE, however, the scope of cover-
age is potentially much broader. With its em-
phasis on preserving the going-concern value
of all material operating affiliates, SPOE con-
templates support being given to insolvent af-
filiates other than FDIC-insured depositories.
Reflecting the runs, similar to bank runs, ex-
perienced at Lehman Brothers and Bear Stea-
rns as well as the systemically destabilizing
difficulties of AIG’s financial affiliates operat-
ing out of London, SPOE contemplates a
much wider umbrella of support, as illus-
trated by the diagram on the bottom of figure
1. The credibility of providing this support is
especially important for distressed affiliates
located offshore, as it is this commitment
that is necessary to dissuade foreign authori-
ties from seizing the assets of impaired for-
eign affiliates in order to protect creditors in
local markets. Indeed, one of the major ad-
vantages of SPOE is that the approach is de-
signed to centralize resolution efforts in the
home country of internationally active finan-
cial firms, where the holding company will
presumably be located, and to forestall the
dissipation of going-concern value that took
place in the aftermath of the Lehman Broth-
ers failure, when innumerable local receiver-
ships were declared.®

The Pre-Positioning Dilemma

The expansive scope of SPOE support obliga-
tions, combined with the importance of mak-
ing credible commitments to foreign authori-
ties, generates a “pre-positioning” dilemma for
regulatory authorities. To appreciate this di-
lemma, one must consider the intracorporate
connections between financial holding com-
panies and their downstream subsidiaries. Fig-
ure 2 illustrates these relationships. As con-
templated under SPOE, holding companies are
to have three kinds of assets: direct equity in-
vestments in subsidiaries, loans to subsidiar-
ies, and reserves of some sort (presumably

5. Among the early proponents of the SPOE approach were senior officials at the Bank of England who recog-
nized the potential value of the strategy for the successful resolution of global firms. See Tucker 2014. For ad-
ditional background on collaborations between the FDIC and Bank of England officials as early as 2012, see

Skeel 2016.
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Figure 1. Comparison of Prior Resolution Strategies and SPOE

The Obligations of Financial Holding Companies

(circa 1996)
Holding
company
(in bankruptcy)
Solvent
affiliated
Support Support bank
(FDIC-insured)
Valuable
financial
affiliates Failed
commercial
bank
(FDIC-insured)
Expanding Organizational Support Under SPOE
(circa 2016)
FDIC, appointed as receiver
Support -
Support Holding L7 -
K company e
", Distressed
S t 1 securities
UPPOr ! affiliates
Distressed |
financial |
affiliates Distressed \‘\
commercial .
bank .
(FDIC-insured) + Offshore

Source: Authors’ compilation.

marketable securities or cash equivalents).® immediately be written down. To recapitalize
When a subsidiary suffers serious losses, the subsidiary, the holding company (or per-
holding-company equity in that subsidiarywill haps receiver for the holding company) will

6. This intracorporate support—whether equity, loans, or holding company reserves—is commonly called inter-
nal total loss-absorbing capital (or internal TLAC) and is distinguished from external TLAC, which consists of
both equity and potentially loss-absorbing debt, mostly commonly, at least for U.S. financial conglomerates, to
be issued at the holding-company level. See Federal Reserve Board Notice of Proposed Rulemaking on Total
Loss-Absorbing Capacity, 80 Fed. Reg. 24,926 (November 30, 2015). See also Financial Stability Board 2014.
For additional insights on TLAC, see Gordon and Ringe 2015.
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Figure 2. Intracorporate Connections Under SPOE
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convert some or all of the holding company’s
intracorporate loans to the subsidiary into eq-
uity and, if necessary, also make additional
contributions to the subsidiary from holding
company reserves. In that manner, the holding
company will downstream value to distressed
subsidiaries, effectively recapitalizing the sub-
sidiaries and transferring the subsidiary losses
to holding company shareholders and debt
holders.

Developing effective design standards for
these intracorporate connections poses nu-
merous challenges. One, which has already re-
ceived considerable attention, is figuring out
how much additional funding capacity finan-
cial conglomerates should maintain at the
holding company level. In the parlance of fig-
ure 2, that means how large the reserves and
loans to subsidiaries must be to ensure that
the holding company has the financial where-
withal to absorb subsidiaries’ losses in times
of financial distress. (The whole purpose of the

SPOE exercise is to provide for the automatic
recapitalization of operating subsidiaries with-
out resort to new capital raising in the midst
of a financial crisis). But a separate and related
design question for SPOE concerns how much
holding-company capacity should be “pre-
positioned” into operating subsidiaries in the
form of loans or similar forms of intracor
porate indebtedness.” The advantage of the
pre-positioning through loans is that pre-
positioned assets are potentially more credible
commitments with a higher degree of automa-
ticity. Indeed, the goal of the pre-positioning
is to provide foreign regulators with ex ante
assurance that the holding company will in-
deed bear losses (Tucker 2014). But the draw-
back is that pre-positioned assets reduce
holding-company flexibility in times of finan-
cial stress. If, as is almost always the case,
losses are not evenly distributed across operat-
ing subsidiaries, an SPOE based on fully pre-
positioned financial assets may not be effec-

7. From a theoretical perspective, it might seem irrelevant whether reserves are held at the holding-company
level or downstream in the form of a loan that will be forgiven in the event of subsidiary losses, but there are
important differences in terms of credibility, especially when the subsidiary is located in other jurisdictions.
Reserves that must be downstreamed in times of crisis have less “automaticity” than do loans that are auto-
matically forgiven upon the occurrence of some predetermined trigger.
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tive.® On the other hand, an SPOE strategy with
100 percent of holding-company resources
held in reserve may not provide a credible com-
mitment to subsidiary creditors or foreign reg-
ulators supervising offshore affiliates.’ Recog-
nizing the multitude of potential problems
associated with each of the foregoing strate-
gies, the Federal Reserve Board and the FDIC
have advocated for a mixed approach, noting
that firms should “not rely exclusively on either
full pre-positioning or [assets held by] the par-
ent” and that they “should not assume that a
net liquidity surplus at one material entity can
be moved to meet net liquidity deficits at other
material entities or to augment parent re-
sources” (Bank of America 2016, 7; see also
Morgan Stanley 2016, 7 and JPMorgan Chase
2016, 8, for substantially similar language).

Anticipating Uncooperative
Holding Company Creditors
Whatever share of holding-company resources
are pre-positioned in operating subsidiaries,
the execution of the SPOE strategy is quite pos-
sibly going to prompt hostile and aggressive

reactions from holding-company creditors.
(One of the lessons of prior experiences with
the source-of-strength doctrine is that holding-
company creditors invariably resist the down-
streaming of value to failed subsidiaries, and
bankruptcy courts, oriented as they are toward
the protection of creditors rights, have been
surprisingly hostile to intracorporate transfers
of value to distressed subsidiaries in manners
inconsistent with ordinary principles of lim-
ited liability [Lee 2012a, 2012b].) At the very
least, resistance of this sort is something that
authorities need to consider carefully in their
review of living wills designed to facilitate res-
olutions under SPOE.

To understand the perspective of creditors
in such situations, consider again the relation-
ships illustrated above in figure 2. Even with a
total loss of the holding company’s equity in-
vestment in subsidiaries, holding-company
creditors could still look to the company’s re-
serves and loans to subsidiaries as sources of
repayment if the holding company were to go
into receivership. Those creditors may well be
better off if the holding-company receiver de-

8. Creative lawyering could no doubt come up with potential solutions for the pre-positioning dilemma. One
possible solution, to be used only in times of financial crisis, might be to allow holding companies to use intra-
corporate loans made to healthy subsidiaries as an asset that the holding companies could contribute to un-
healthy subsidiaries with higher-than-anticipated losses. Assuming regulatory authorities would allow for such
a transfer, this approach would increase the available resources that the holding company could transfer to
unhealthy subsidiaries and diminish some of the rigidity of pre-positioning. Whether foreign officials would find
such a capital contribution (with its intracorporate exposures) as credible as a cash infusion or the forgiveness
of parent-to-subsidiary debt is an open question. Consider, for example, if serious losses occurred at a London
affiliate of a major U.S. insurance company. How much confidence would it give a Bank of England official to be
told that the loan subsidiary was to be recapitalized with a loan to an affiliate in Nebraska (which, as far as the
BoE official knows, may also be facing serious losses)? Furthermore, there is the risk that defensive “ring-fencing”
by foreign jurisdictions could prevent the free flow of assets from an affiliate in one jurisdiction to an affiliate in
another jurisdiction in times of financial distress. In their review of 2015 living wills, the Federal Reserve Board
and the FDIC specifically identified ring-fencing as a significant threat to a successful SPOE bankruptcy strat-
egy. See JPMorgan Chase 2016, 6. See also Morgan Stanley 2016, 5; Bank of America 2016, 6.

9. One measure that has been suggested to enhance the credibility of unfunded commitments to shore up
foreign affiliates would be to provide some sort of security for the commitment, likely in the form of pledging
marketable securities held at the holding-company level. Putting to one side the question of whether such
pledges could be enforced efficiently in the midst of financial stress, this approach is really a variant of pre-
positioning, with the actual downstreaming of assets to be executed at the very last minute. One issue that would
need to be sorted out is how rights under such pledge agreements would be shared, if at all, among different
affiliates. And if shared, the question to consider is whether such sharing would constitute a credible commit-
ment for foreign authorities likely operating under the fog of market instability. As discussed in note 11, one
advantage of providing security to subsidiary-support commitments is that it diminishes the likelihood that other
holding-company creditors could object to the holding company’s honoring commitments in times of financial
stress.
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clined to downstream reserves to distressed
subsidiaries or converted loans into equity in-
vestments as the SPOE strategy contem-
plates.' If the past is any guide, counsel for
those creditors might easily characterize ef-
forts to downstream value to distressed sub-
sidiaries as fraudulent conveyances or possibly
improper preferences in violation of tradi-
tional bankruptcy principles." Even though
objections of this sort may not prove persua-
sive to the FDIC acting as receiver under OLA
as established by Title II of the Dodd-Frank
Act, the arguments may be much more com-
pelling to a bankruptcy court judge coming to
the transaction with a quite different profes-
sional orientation (with a focus on protecting
creditor rights).

As is explored in more detail below, Con-
gress amended the Bankruptcy Code back in
1990 to clarify the rights of the Federal Reserve
Board to enforce its source-of-strength doc-
trine against bankruptcey estates, creating with
section 365(0) of the Bankruptcy Code a prior-
ity for capital commitments to FDIC-insured
bank subsidiaries. Even with this priority in
place, federal authorities have not always been
able to prevail against objections of holding-
company creditors in bankruptcy proceedings
(Lee 2012b). Moreover, nothing in the Dodd-
Frank Act created similar privileges for obliga-
tions to support nonbanking affiliates of fail-
ing financial conglomerates, as contemplated
under SPOE. Accordingly, it does not seem to
be much of a stretch to predict that holding-
company creditors may contest efforts to
downstream value within failing financial con-

glomerates to the extent that those transac-
tions diminish the returns to creditors.

Reorienting Regulators from the Right-Hand
Side of the Holding Company Balance Sheet
A third and more subtle reorientation of the
SPOE strategy is a shift in regulatory attention
away from the right-hand side of the holding-
company balance sheet. As described earlier,
the source-of-strength doctrine was primarily
intended to solve a moral-hazard problem by
imposing losses on holding-company creditors
and shareholders. The idea was that enhanced
financial obligations of financial conglomer-
ates would force holding-company stakehold-
ers to monitor more carefully the activities of
the entire corporate group, especially FDIC-
insured bank subsidiaries. For conglomerates
that did not credibly rein in the riskiness of
their activities, the capital market would im-
pose an ex ante penalty in the form of higher
interest charges and costs of capital. But the
work was being done, by and large, on the
right-hand side of the holding-company bal-
ance sheets.

The SPOE strategy retains this logic, but
also imposes considerable attention on the
left-hand side of the holding-company balance
sheet. One of the manifestations of this change
is our earlier discussion of pre-positioning
assets in intracorporate loans. Among other
things, the SPOE strategy requires regulatory
authorities to consider how holding-company
reserves will be deployed. But SPOE’s inter-
ventions into the left-hand side of holding-
company balance sheets go considerably be-

10. To be sure, the inverse may also be true. There may well be circumstances where the holding company (and
its creditors) will be better off if the holding company downstreams value to a subsidiary in difficulty. Preserva-
tion of going-concern value in the subsidiary’s business may warrant additional investments, and in some cases
the holding company may have guaranteed the debt of subsidiaries such that the financial fate of the two enti-
ties is already bound together. Effective supervision of subsidiary activities and higher subsidiary capital require-
ments will also make it more likely that preservation of the subsidiary is in the best interest of holding-company
creditors. The interesting case, however, and the case that has occurred with some frequency in the past is when
the subsidiary really is a black hole and holding-company creditors would much prefer to cut off support and
retain assets at the holding-company level.

11. Note that if holding-company commitments were secured by marketable assets at the holding-company level
(see note 9), these concerns would be much diminished. The characterization of downstream transfers as a
preference could also be resisted if there were no preexisting commitment to make those transfers. But, as
discussed earlier (see note 7), precommitments to support material subsidiaries, particularly those located in
foreign jurisdictions, are central to the SPOE strategy.



56 FINANCIAL REFORM

yond pre-positioning (Jarque and Price 2015).
The entire exercise of drafting and reviewing
resolution plans for systemically important fi-
nancial conglomerates is based on the as-
sumption that regulatory authorities should
have a say in the organization of financial con-
glomerates, including which activities should
be located in which legal entities and the de-
gree of complexity permitted in intracorporate
servicing arrangements.”” To be sure, this anal-
ysis and preparation is well intended: its goal
is to make financial conglomerates more re-
solvable in times of financial stress. This ad-
vanced planning may be essential to the op-
eration of a workable SPOE strategy. But it
takes regulatory authorities substantially
deeper into the business decisions of financial
groups than was ever the case with old-
fashioned—that is, pre-Dodd-Frank Act—lim-
itations on permissible holding-company ac-
tivities under the Bank Holding Company Act
of 1956. This expansion of the regulatory pe-
rimeter also carries with it risks of its own, in-
cluding both additional costs from regulatory
oversight and the potential that supervisors
may be fostering identical business strategies
and hence correlated risks across the financial
services sector.”

MULTIPLICITY OF RESOLUTION
ALTERNATIVES AND COMPLEXITY OF
CHOICE ARCHITECTURE
One of the somewhat surprising artifacts of the
Dodd-Frank Act reforms is that the United
States now has in place a multiplicity of reso-
lution alternatives for financial conglomerates.
The United States now maintains at least three
basic systems for resolving large financial
groups, each with a distinctive structure (see
table 1).

The traditional approach to the failure of a
financial group (“option C” in table 1), contem-
plates the primary resolution’s being con-

ducted at the level of the regulated subsidiary
by financial supervisors, and the holding-
company liquidation being handled separately
under the federal Bankruptcy Code. This is
how the FDIC deals with routine failures of
banks and thrifts, with the regulated deposi-
tory typically being taken over by another bank
through a purchase-and-assumption transac-
tion or some other form of deposit transfer.
Although a holding-company bankruptcy may
also occur, it traditionally has been of only
marginal importance unless the holding com-
pany happens to have substantial resources,
which banking authorities might try to claim
in a source-of-strength proceeding to mitigate
FDIC losses. Prior to the Dodd-Frank Act, op-
tion C was the only resolution approach avail-
able and it was the manner in which the
Lehman resolution was handled: SIPC dealt
with the receivership of the firm’s flagship
broker-dealer and the bankruptcy court han-
dled the holding-company bankruptcy. Option
C remains available today, and is, as a practical
matter, the only alternative available for small
bank holding companies (those with less than
$50 billion in assets) and is, at least in our view,
the presumptive approach even for bank hold-
ing companies above the $50 billion asset level
but beneath the threshold of a major regional
with more than $100 billion of assets.

Title I of the Dodd-Frank Act creates a new
resolution alternative, the Orderly Liquidation
Authority (OLA), for large financial conglomer-
ates (Massman 2015). As implemented under
the FDIC’s SPOE approach and as outlined ear-
lier in this paper, the alternative (option A in
table 1) envisions the appointment of the FDIC
as receiver of the holding company and the
continued conduct of business without formal
receivership proceeds of major operating sub-
sidiaries. Thus, in contrast with option C, this
alternative has no receiverships imposed at the
subsidiary level. Rather, the resolution is con-

12. Many of the of the FDIC and Federal Reserve Board's objections to recent living wills relate to concerns that
the firms in questions had not sufficiently simplified their organizational structures. See Board of Governors of
the Federal Reserve System and Federal Deposit Insurance Corporation 2016.

13. The impact of adopting credible living wills comes, of course, on top of many substantive changes in legal
requirements, many required by the Dodd-Frank Act, that also increase the cost of operations, require the main-
tenance of greater liquidity reserves and capital cushions, and potentially reduce further variations in business

strategies across financial conglomerates.
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Table 1. Overview of Resolution Alternatives and Their (Presumptive) Application

Resolution Alternatives

Option A Option B Option C
Primary Resolution
Through
Orderly Receiverships of

Liguidation Regulated
Authority Under Subsidiaries
Applied with SPOE-Like with Holding
Respect to Holding Resolution of Companies

Company Under

Holding Company

Resolved Under

SPOE Approach Under Bankruptcy Bankruptcy Code,
Type of Institution via Title Il of DFA Code as Needed
Bank holding companies
G-SIBs Possible Supposedly Unlikely
presumptive
Major regional BHCs Possible Supposedly Conceivable
presumptive
BHCs with assets less than $50 Unlikely Possibly, but Presumptive
billion unlikely
Nonbank SIFls designated by Possible Supposedly Unlikely
FSOC presumptive
Other large undesignated Available, but Available, but Presumptive
financial firms unlikely unlikely

Source: Authors’ compilation, based on Dodd-Frank Act reform.

ducted at the holding-company level. Under
the Dodd-Frank Act, OLA is technically avail-
able for all bank holding companies, as well as
nonbank SIFIs previously designated by FSOC
under Title I of the Dodd-Frank Act and certain
other large undesignated financial firms meet-
ing statutory standards. The procedures are
not available unless determinations of sys-
temic risk are made by the secretary of the trea-
sury, a supermajority of the board of governors
of the Federal Reserve, and a qualifying vote of
one other body (either the FDIC, SEC, or FIO,
depending on the financial conglomerate in
question).

Located somewhat awkwardly between op-
tions A and C is an SPOE-like resolution of a
financial holding company under the federal
Bankruptcy Code. Unlike option A, this ap-
proach does not contemplate the use of OLA
and Title II of the Dodd-Frank Act. Unlike op-
tion C it does not contemplate the appoint-
ment of receivers for regulated subsidiaries.
Rather, option B envisions the use of an SPOE
resolution but under the federal Bankruptcy
Code, with bankruptcy judges presiding, as op-
posed to the FDIC under OLA.* But unlike op-
tion A resolutions, this resolution approach is
not governed by the special receivership pow-

14. Opinions as to the viability of option B have evolved over time, but many experts working in the field seem

now to be squarely of the view that such resolutions are possible. See, for example, Guynn 2014, who states,
“Whether it is possible to execute SPOE recapitalization under the Bankruptcy Code was once an open question.
It is now understood to be possible” (296). Considerable attention, however, is also being devoted to amending
the Bankruptcy Code to make it easier to implement SPOE resolutions. See sources cited in note 4. As a practi-
cal matter, SIFIs and their counsel are under considerable pressure to characterize their Option B plans as
credible, as that is a statutory requirement for such plans under the Dodd-Frank Act. See next note.
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ers of Title IT and does not have access to the
sort of debtor-in-possession financing (DIP fi-
nancing) that the Orderly Liquidation Fund
(OLF) provides for OLA proceedings.

Although option B is something of an un-
gainly creature, it is the resolution alternative
that the Dodd-Frank Act establishes as statu-
torily presumptive for most major financial
conglomerates in the United States. In prepar-
ing the living wills that Title I of the Dodd-
Frank Act requires of all major bank holding
companies (those with more than $50 billion
in assets) and FSOC-designated nonbank SIFIs
(such as AIG, Prudential Insurance, and GE
Capital), firms are called upon to make repre-
sentations that the resolution plans could be
credibly executed under the federal Bank-
ruptcy Code.” These plans, which would also
provide a blueprint for the FDIC were it to re-
solve the firm under OLA in a Title II (option
A) proceeding, contemplate an SPOE approach
with resolution at the holding-company level
and the continued conduct of business at the
operating-subsidiary level."®

To summarize, the U.S. legal system cur-
rently allows for three quite different ap-
proaches to the resolution of financial con-
glomerates. The law does not offer clear
guidance as to which approach to take in
which circumstances, but we believe that one
can discern presumptive approaches with
more and less plausible alternatives for differ-
ent classes of firms. Our interpretation of this

logic (summarized in table 1) proceeds as fol-
lows.

Start with the smaller bank holding compa-
nies defined as systemically important under
the Dodd-Frank Act: those with more than $50
billion in assets but falling beneath the level
of a major regional. These firms are subject to
the living will requirements of Title I of the
Dodd Frank Act and enhanced supervision of
various sorts, yet their failure is unlikely to
pose systemic risk concerns of the sort re-
quired for designation under option A or even
the SPOE-treatment associated with option B.
Our presumption therefore is that these kinds
of institutions would be treated with the
FDIC’s traditional bank resolution procedures
under option C. If these firms get into trouble,
absent dire market conditions, there will be no
grounds for taking the somewhat extraordi-
nary and costly steps associated with holding-
company resolution procedures rather than
simply disposing of regulated subsidiaries
through sale to other acquiring firms in stan-
dard purchase-and-assumption transactions."”

Another group of firms that we would pre-
sumptively locate in option C are large finan-
cial conglomerates that lack bank affiliates
(and hence bank-holding company status) and
that also have not been previously designated
as systemically important by the FSOC. Al-
though these firms could theoretically qualify
for resolution under OLA, our suspicion is that
federal authorities would be extremely reluc-

15. See section 165(d)(4)(B) of the Dodd-Frank Act: “[Each SIFI] shall resubmit [a] resolution plan within a time
frame determined by the Board of Governors and the Corporation, with revisions demonstrating that the plan is
credible and would result in an orderly resolution under title 11, United States Code, including any proposed
changes in business operations and corporate structure to facilitate implementation of the plan.” In their most
recent assessments of living wills for a number of prominent systemically important firms, federal authorities
expressly identified bankruptcy resolution plans as failing this credibility standard. See Board of Governors of
the Federal Reserve System and Federal Deposit Insurance Corporation 2016. The precise bases of these find-
ings have not been made public; the problems we identify and discuss in this chapter may well be part of the
reasoning.

16. For an overview of how the FDIC might have made use of living wills in the application of an option A resolu-
tion of the Lehman Brothers collapse (if the Dodd-Frank Act had been in effect at the time), see Federal Deposit
Insurance Corporation 2011.

17. There have, apparently, been some limited examples of traditional bank failures that have been resolved at
the holding-company level through section 363 transactions and prepackaged reorganizations. See Christiansen
et al. 2014. Arguably, these approaches represent an option D, holding-company resolution outside of SPOE.
Interestingly, at least two major conglomerates—Wells Fargo and Bank of New York Mellon—have submitted
living wills contemplating option C resolutions. See PwC 2015.
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tant to invoke Title II of the Dodd-Frank Act
without the preparations associated with FSOC
designations under Title I. These firms would
not have submitted living wills or otherwise
provided regulatory authorities with the kinds
of information on corporate structures and
resolution plans required of other designated
nonbank SIFIs. They would, moreover, not
have the capital structures or intracorporate
connections required to effect an SPOE dispo-
sition. And, just as these firms would not be
prepared for option A’s resolution under OLA,
they would be unprepared for option B’s SPOE-
like resolution under the federal Bankruptcy
Code, making option C their default alterna-
tive and presumptive approach. To be sure,
should a truly large financial firm not desig-
nated as an SIFI—perhaps a firm on the scale
of Berkshire Hathaway—encounter sudden
and unexpected financial distress, one could
imagine federal authorities attempting option
A or option B on the fly, but it would be a
treacherous path to negotiate and one likely to
end in a messy ditch.

What remains then are a core group of sys-
temically important institutions, already sub-
ject to enhanced prudential oversight by the
Federal Reserve Board with resolution plans
already prepared and reviewed by regulatory
authorities. These firms are also the ones with
potential systemic consequences in the event
of failure. Under the Dodd-Frank Act, resolu-
tion of this group is, in theory, presumed to
take place under option B, but these entities
are also the firms for which Title II was created
and it is at least conceivable that they would
be resolved under option A. It is also possible,
at least for the major regionals, that federal

authorities might conclude that systemic risks
were not at issue and traditional resolution
procedures (that is, option C) would be appro-
priate. This decision would be largely in the
hands of the FDIC, which has the power to
force option C by imposing a receivership on
FDIC-insured bank subsidiaries that become
insolvent. And the imposition of such a receiv-
ership would (absent extraordinary efforts) vi-
olate the principles of SPOE and render both
option A and option B unavailable.

The more interesting decision point, how-
ever, is between the use of option A or option
B for a bank holding company that was argu-
ably systemically important or a nonbank SIFI
previously designated by the FSOC. A number
of factors could militate against invoking the
much-publicized OLA powers of Title II for
even these firms. To begin with, there are nu-
merous congressional statements indicating
that OLA should be used only as a resolution
alternative of last resort. The sentiments un-
derlying these statements resonate with ongo-
ing concerns in some quarters that OLA reso-
lutions are synonymous with federal bailouts
(presumably as a result of the availability of
federal funding via the OLF)."* Conceivably
such concerns could lead critical officials, per-
haps a new secretary of the treasury acting on
campaign commitments to address issues re-
garding “too big to fail” entities, not to turn
one of the keys necessary to invoke OLA. But
even less dogmatic government officials might
choose not to invoke option A if the failure in
question was seen as idiosyncratic and not as
the consequence of widespread market disrup-
tions. Certainly, there would be advantages in
demonstrating that option B offered a feasible

18. The authors of the Dodd-Frank Act went to considerable lengths to structure OLF funding so as to limit its
use to liquidity funding and to minimize the risk of losses to the federal government. In extreme cases, the
measures could include special assessments on other financial institutions to prevent any costs being passed
on to taxpayers. See Massman 2015. However well intended those measures may be, there remains some risk
that regulatory authorities in the future will underestimate the losses of a failing firm in times of financial stress
and choose not to invoke recoupment options (possibly out of legitimate fears of pro-cyclical effects). Com-
mentators have widely different assessments of the likelihood of OLF funding being deployed in such a manner
as to constitute a shareholder or creditor bailout at the expense of taxpayers. Nevertheless, invoking Title Il and
tapping into the OLF clearly pose some degree of political risk, even if federal funds are ultimately repaid and
all losses are imposed on private parties. In addition, legal challenges to Title Il procedures remain a possibility.
See Merrill and Merrill 2014. Together these factors along with other considerations noted in the main text could
steer government officials away from option A and toward option B if the path forward seemed clear.
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means to resolve large financial firms in a non-
disruptive, SPOE-like manner under the ordi-
nary rules of bankruptcy and without reliance
on OLA’s special rules and access to federal
funds. While one might imagine a failing con-
glomerate preferring to have its resolution as-
signed to the more robust regime that OLA cre-
ates, public authorities might well conclude
that invoking option B in appropriate cases
would generate fewer moral-hazard concerns
and less political backlash down the road. It
is, moreover, possible for regulatory authori-
ties to begin an SPOE-like resolution under the
federal Bankruptcy Code and then transfer it
to OLA if difficulties arise as the proceedings
develop. Accordingly, at least when financial
markets are not in the midst of a September
2008-style freefall, option B may well turn out
to be the resolution alternative of choice, even
for systemically important firms. That is, of
course, if option B can be turned into a viable
alternative, the topic to which we now turn.

LIMITS OF THE EXISTING BANKRUPTCY
CODE AND SOME PARTIAL SOLUTIONS
(IN THE ABSENCE OF STATUTORY
REFORM)

Resort to federal bankruptcey courts for the res-
olution of distressed financial companies in an
SPOE-like transaction presents a number of
potential challenges, many of which have been
discussed in the rich body of literature on res-
olution planning under the Dodd-Frank Act.
In our view, there are three critical issues as
well as a larger background concern about the
capacity of regulatory officials, notably the
FDIC, to control resolution strategies in bank-
ruptcy courts. We will begin with a summary
of each of these issues and then offer a set of
regulatory solutions, all of which entail signifi-
cant advance planning on the part of regula-
tory authorities, some of which is already un-
der way. In general, what we suggest in the
following pages is the creative, but hopefully
not implausible, invocation of existing regula-
tory authority on the part of the FDIC and Fed-

eral Reserve Board to prepare financial con-
glomerates for SPOE-like resolution under the
Bankruptcy Code. Critically, none of these so-
lutions relies upon the amendment of current
law and therefore do not depend upon the va-
garies of current legislative processes in the
United States. But they do necessitate careful
attention to how living wills and other resolu-
tions plans are structured well before a firm
encounters financial difficulties.

Cross-Defaults on Qualified Financial

Contracts with Affiliated Entities

An initial and significant problem in resolving
financial conglomerates under the Bankruptcy
Code is the possibility that counterparts on de-
rivatives contracts and other qualified financial
contracts (QFCs) will exercise existing contrac-
tual rights to close out their transactions with
affiliated entities, precipitating a run on the
corporate group and dissipating going-concern
value that the SPOE approach is designed to
preserve. The Dodd-Frank Act addressed this
problem, at least in part, by staying such ac-
tions with respect to counterparties of affiliates
of conglomerates being resolved under OLA
proceedings. The Dodd-Frank Act stay, how-
ever, does not extend to firms being resolved
under the Bankruptcy Code, that is, to the op-
tion B alternative (Roe and Adams 2015). More-
over, there exists a separate concern that the
Dodd-Frank Act stay may not be enforced by
courts in foreign jurisdictions. Over the past
few years, federal authorities have attempted
to address both of these issues by encouraging
amendments to the International Swaps and
Derivatives Association (ISDA) master agree-
ments.” But the ISDA reforms represent an im-
perfect solution, being of a voluntary nature
and not necessarily covering all QFCs that
could run in the face of financial distress. Ac-
cordingly, under current law there is a risk that
federal authorities may not be able to prevent
a run by the derivatives counterparties of af-
filiates of holding companies that are resolved
under the federal Bankruptcy Code. Thus, the

19. For an overview of these reforms, see Geen et al. 2015 and Sidley Austin LLP 2015. While the revisions of the
ISDA master agreements were clearly taken with the encouragement of regulatory authorities, the reforms were
not the product of a legal requirement and, as is explored in note 20, do not necessarily cover all contexts or
counterparties that regulatory authorities would want to stay in the face of an Option B resolution.
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risk of QFC runs with an option B resolution
is potentially substantial.

Resistance by Holding-Company Creditors and
Bankruptcy Courts to the Recapitalization of
Operating Subsidiaries
As explained, one of the lessons of regulatory
efforts to enforce the source-of-strength doc-
trine has been persistent resistance of holding-
company creditors and bankruptcy courts to
transactions that recapitalize downstream sub-
sidiaries but impair the value of holding-
company creditors. Under plausible interpreta-
tions of the Bankruptcy Code, downstreaming
reserves or converting intracorporate loans
into equity can be characterized as impermis-
sible preferences or fraudulent conveyances.
The FDIC and the Federal Reserve Board iden-
tified problems in the resolution plans of all
six firms submitting SPOE-based 2015 resolu-
tion plans. For future plans, those firms were
directed to “include a detailed legal analysis of
the potential state law and bankruptcy law
challenges and mitigants to the planned provi-
sion of [capital and liquidity to subsidiaries
prior to bankruptcy] . . . In identifying appro-
priate mitigants, [the firms were directed to]
... consider the effectiveness, alone or in com-
bination, of a contractually binding mecha-
nism, pre-positioning of financial resources in
material entities, and the creation of an inter-
mediate holding company” (Bank of America
2016, 12; see also State Street 2016, 13; Morgan
Stanley 2016, 10; Citigroup 2016, 7; Goldman
Sachs 2016, 10-11; and JPMorgan Chase 2016,
17-18 [all substantially similar language]).
Even though comparable issues theoreti-
cally arise with financial conglomerates re-

solved under OLA proceedings of Title II, a
critical difference is that the FDIC will exercise
considerable control over the operation of OLA
receiverships, whereas the bankruptcy court
will preside over option B resolutions. While a
bankruptcy court judge might ultimately ac-
cept the downstream of holding-company
value that SPOE strategy contemplates, experi-
ence with the source-of-strength doctrine sug-
gests the process will not be easy, adding an-
other mark against the bankruptcy court
alternative as opposed to OLA under Title II.%°

Lack of DIP Financing

The third commonly cited concern with bank-
ruptcy court resolutions for financial conglom-
erates is the lack of an obvious source of DIP
financing. Whereas, with OLA, the FDIC re-
ceiver has statutory authority to tap into the
Treasury’s OLF with ample sources of liquidity,
there is no comparable source of public financ-
ing for financial conglomerates resolved under
the federal Bankruptcy Code. This is, indeed,
a critical distinction between the two processes
and is one of the reasons that OLA is denomi-
nated by some as a form of federal bailout,
whereas resolution under the federal Bank-
ruptey Code is not. As set forth in the margins,
this characterization of OLA can be understood
in a number of ways,* but for current purposes
what is important to note is that the OLF is not
available to financial conglomerates resolved
under option B, and many informed experts
are concerned that private sources of DIP fi-
nancing would be either unavailable or at least
inadequate for major financial conglomerates
forced into a bankruptcy under the federal
Bankruptcy Code.?” Even if runs by counterpar-

20. For a review of legal challenges to the source-of-strength doctrine, see Lee 2012b. Conceivably, the courts
would be less resistant to the doctrine in light of the Dodd-Frank Act'’s statutory codification, but that remains
a source of uncertainty.

21. As discussed in note 18, one characterization is based on an assessment that, notwithstanding statutory
restrictions, OFL funds might ultimately be used to support shareholders and creditors at the expense of taxpay-
ers. Another and more extreme position characterizes the use of any sort of government funding, even for liquid-
ity purposes on terms that would satisfy traditional lender-of-last-resort support, as constituting a form of
government bailout. Those adopting the latter position implicitly object to any sort of government financing for
financial firms in periods of financial stress, even perhaps access to the discount window or traditional lender-
of-last resort activities.

22. For a thorough discussion of this issue, see Skeel 2015. It is telling that all six of the firms submitting SPOE-
based 2015 resolution plans faced either deficiency or shortcoming notices with regard to their models and
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ties on derivative transactions with affiliates
were somehow addressed, financial conglom-
erates in bankruptcy could still encounter the
runoff of substantial amounts of other short-
term liabilities and would require substantial
liquidity support at the holding-company level,
support that would be difficult to obtain from
private sources, especially in periods of finan-
cial distress.

Lack of Expertise in and Advanced
Planning by Bankruptcy Courts
A final and more generalized concern about re-
liance on bankruptcy courts to resolve financial
conglomerates sounds in institutional compe-
tence. The best articulation of this perspective
comes from a paper by FDIC officials several
years ago explaining why OLA procedures
would have been much more effective in deal-
ing with the insolvency of Lehman Brothers in
September of 2008 than the bankruptcy court
actually was. Among other differences, “The Or-
derly Liquidation of Lehman Brothers Holdings
Inc. under the Dodd-Frank Act” (Federal De-
posit Insurance Corporation 2011) focused on
the bankruptcy court’s very limited under-
standing of Lehman when the company was
forced into bankruptcy and on the incapacity
of the parties to line up immediate DIP financ-
ing to stabilize operations and retain control
over foreign affiliates. As portrayed in the arti-
cle, the bankruptcy court lacked both the
knowledge and the tools to move quickly
enough to resolve a distressed firm on the scale
of Lehman Brothers in a timely and orderly
manner.

We will now sketch out a series of proposed
solutions to these problems, starting with the
general point about bankruptcy court capabil-

ities and then working through the three more
technical concerns summarized earlier. Our
analysis here is necessarily skeletal, but it of-
fers what might be seen as a more muscular
regulatory posture that could, in our view, re-
spond to the major limitations of bankruptcy
resolution for financial conglomerates. A re-
curring theme in this discussion is the impor-
tance of federal authorities’ deploying, well in
advance of financial crises, a range of supervi-
sory tools to shape the structure of resolution
plans so as to maximize the likelihood of suc-
cessful option B resolutions.

Proactive Planning for Option B

Resolutions with an Option C

Stick in the Closet

We start with a few preliminary points about
the ability of federal regulators—most partic-
ularly the FDIC and Federal Reserve Board—
to prepare in advance for the resolution of a
major financial conglomerate in bankruptcy.
In stark contrast with the actual Lehman fil-
ing, financial regulators in the post-Dodd-
Frank Act environment will have done immea-
surably more advanced planning than was
possible in 2008. As long as the financial con-
glomerate either is regulated as a major bank
holding company or has been designated by
FSOC as systemically important, the firm will
have produced—and both the FDIC and Fed-
eral Reserve Board will have critiqued and re-
viewed—a resolution plan with a detailed
analysis of how the entity might be resolved
in a bankruptey proceeding. This should pro-
vide authorities with an in-depth understand-
ing of the firm’s operations and material sub-
sidiaries as well as a game plan for resolving
the firm through an SPOE-type resolution.?

processes for estimating liquidity needs for material operating entities during a resolution period. Only three
firms faced problems with regard to the adequacy of their planned liquidity sources; however, it is possible that
better modeling will demonstrate adequacy failures at the other firms as well.

23. The Federal Reserve Board and the FDIC have stressed bankruptcy preparedness in a firm's resolution plan
by requiring governance mechanisms that provide for, among other things, the “timely execution of a bankruptcy
filing and related pre-filing actions,” including “any emergency motion[s] required to be decided on the first day
of the firm's bankruptcy.” See, for example, JPMorgan 2016, 17. Furthermore, the agencies have also encouraged
firms to complete draft emergency motions and proposed forms of order. See, for example, Goldman Sachs 2016,
12 (draft emergency motion for continued stay relief under ISDA Resolution Stay Protocol). Such advanced
planning for bankruptcy filings will likely allow firms to submit to the bankruptcy court the best information
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Whereas Lehman Brothers entered bank-
ruptecy in a chaotic environment with negli-
gible advance planning and much uncer-
tainty, future transactions of this sort will
come after much groundwork has been laid.
Indeed, if federal authorities choose to at-
tempt option B—that is, if they impose an
SPOE-like resolution in bankruptcy—they
will be coming with a prepackaged plan to
transfer valuable holding-company assets to
a bridge holding company in something not
too different from the increasingly popular
section 363 transactions now routinely used
in ordinary corporate reorganizations.* So,
whereas the Lehman Brother’s filing pre-
sented the bankruptcy courts with a very big
headache, which has taken years to resolve, a
future bankruptcy filing of a financial con-
glomerate will, if properly prepared, arrive as
a neatly wrapped package, courtesy of the
FDIC and Federal Reserve Board staff operat-
ing under powers granted them under Title I
of the Dodd-Frank Act.

In addition, federal authorities will come
with a fairly big stick with which to constrain
holding-company creditors inclined to resist
their prepackaged plan. If, as will almost al-
ways be the case, the distressed conglomer-
ate includes a troubled regulated entity, an
FDIC-insured bank or an SEC-registered
broker-dealer or a major insurance company,
authorities have the power to seize that sub-
sidiary through nonbankruptcy processes, ef-
fectively moving resolution to option C. Fed-
eral authorities may not want to go down that
route for reasons of systemic risk; option C
will also be an extremely unattractive choice
for holding-company creditors as it will likely
dissipate going-concern value and further
impair the interests of holding company
creditors. As discussed in the next section,

additional steps should be taken to weaken
legal arguments that holding-company credi-
tors might raise to resist option B resolution
plans. The power of regulatory authorities to
threaten subsidiary seizures should a bank-
ruptcy court delay in approving a prepack-
aged resolution plan greatly enhances the
ability of the FDIC and Federal Reserve Board
to shape the course of an option B resolution.
Their control is not formally the same as in
OLA under option A, but in practice the dif-
ferences may not be material.

Taking a More Muscular Approach to
Cross-Defaults on QFCs

We now turn to technical challenges in resolv-
ing financial conglomerates through bank-
ruptcy proceedings, starting first with the
problem of cross-defaults on QFCs with
holding-company affiliates. Recall that the
problem here is twofold. First, the stay provi-
sions written into Title II of the Dodd-Frank
Act do not extend to firms being resolved in
bankruptcy. Second, federal authorities’ cur-
rent approach to addressing the residual cross-
default problems depends on voluntary adjust-
ments to ISDA agreements, which entail a
complicated process of negotiation among pri-
vate parties, are not mandatory, and as cur-
rently drafted do not deal with all potential
problems that could arise should a large and
global financial conglomerate become finan-
cially distressed.

There is, however, a straightforward regula-
tory solution to the problem, which would
solve all cross-default problems for both OLA
and bankruptcy. Under section 165(b) of the
Dodd-Frank Act, the board of governors can
adopt “such other prudential standards as the
Board of Governors . . . determines are appro-
priate” for systemically important financial

possible as quickly as possible. Moreover, to the extent such drafts are made public, it would be both possible
and beneficial for bankruptcy judges to familiarize themselves with such draft filings prior to an actual financial

conglomerate’s bankruptcy filing.

24. Arguably, the transfer would be even simpler than typical section 363 transfers because in an option B
resolution itis contemplated that subsidiaries would be transferred to a new bridge holding company that would
be controlled by a fiduciary for the sole benefit of the bankruptcy estate of the bankrupt holding company. There
would arguably be no need to value the business as would be required if the sale were being made for consid-

eration to a third party.
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conglomerates.”® The board of governors,
could, in our view, use this authority to adopt
aregulation that prohibits any affiliate of a sys-
temically important financial conglomerate to
enter into a QFC that grants counterparties au-
thority to exercise any sort of right of accelera-
tion or collateral call for a limited number of
days following the filing of a resolution plan
under either OLA or the federal Bankruptcy
Code. These requirements need not be limited
to the stay provisions of Title II of the Dodd-
Frank Act and could be designed with an eye
toward improving the viability of both option
A and option B resolution alternatives. To be
sure, the board would need to justify the terms
of this requirement in its proposal and adopt-
ing release, but its legal authority is sufficient
to prohibit any QFC terms that would impair
the ability of federal authorities to use the res-
olution technique of their choice.?

In a similar vein, the Federal Reserve and
the FDIC could use their authority to review
and assess the credibility of resolution plans
under section 165(d) of the Dodd-Frank Act to
police the QFCs and other contractual com-
mitments of systemically important financial
conglomerates so as to override safe-harbor
protections under the federal Bankruptcy
Code or similarly spirited rules in other juris-
dictions. To some degree, federal authorities
may in effect be pursuing something like this
approach in all but mandating that systemi-
cally important institutions accept reforms
embodied in recent ISDA protocols.” But
it remains available to government authori-
ties to condition the determination of credi-
bility of a firm’s living will on the adoption
of amended ISDA agreements that would
increase the likelihood of option B resolu-
tions.”

25. The text of the provision, with emphasis to key language added, reads:

(1) IN GENERAL.— (A) REQUIRED STANDARDS.—The Board of Governors shall establish prudential
standards for nonbank financial companies supervised by the Board of Governors and bank holding
companies described in subsection (a), that shall include—[capital, liquidity requirements, risk man-
agement requirements, resolution plan requirements, and concentration limits] . ..
(B) ADDITIONAL STANDARDS AUTHORIZED.—The Board of Governors may establish additional
prudential standards for nonbank financial companies supervised by the Board of Governors and
bank holding companies described in subsection (a), that include—

i) a contingent capital requirement;
ii) enhanced public disclosures;
iii) short-term debt limits; and

—_ = =~ =

iv) such other prudential standards as the Board or Governors, on its own or pursuant to a recom-

mendation made by the Council in accordance with section 115, determines are appropriate.

26. Among other things, such a regulatory requirement could address situations when an affiliated entity itself
is in default on a swap agreement (something not currently covered in the ISDA reforms); see Roe and Adams
2015). In addition, it could impose restrictions on regulated entities doing business with other entities that have
not already adopted the ISDA reforms. In fact, in the spring of 2016, the Board announced a proposed rule
pursuant to its § 165(b) authority that would go a good deal of the way toward the goal of correcting the cross-
default problem by effectively mandating adherence to the ISDA reforms or equivalent QFC contract amend-
ments. See Restrictions on Qualified Financial Contracts of Systemically Important U.S. Banking Organizations
and the U.S. Operations of Systemically Important Foreign Banking Organizations; Revisions to the Definition of
Qualifying Master Netting Agreement and Related Definitions, 81 Fed. Reg. 29,169 (May 11, 2016) (proposing
release). See also Davis Polk & Wardwell 2016. While we think this proposed rule represents a strong and im-
portant step in the right direction, there remain potential gaps in the proposal’s coverage, and it does not neces-
sarily cover all QFCs that could run in the face of financial distress.

27. See Sidley Austin LLP 2015.

28. In practice, federal authorities would likely need only to threaten such a formal requirement to lead ISDA to
adopt further reforms. From the outside, it is difficult to ascertain how far federal authorities might wish to push
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Clearing Potential Obstacles to
Downstreaming Value and Intracorporate
Loan Conversion
Federal authorities also have the capacity to
address potential legal obstacles to down-
streaming value or converting intracorporate
loans in an SPOE-like resolution plan executed
under the federal Bankruptcy Code.”® As men-
tioned earlier, creditor resistance to the board’s
initial efforts to establish a holding-company
source-of-strength doctrine back in the 1990s
led Congress to amend the federal Bankruptcy
Code with a new section, 365(0), which creates
a priority for “any commitment [of a holding
company placed in bankruptcy] to maintain
the capital of an insured depository.” By its
terms, this provision makes it possible for the
FDIC to gain bankruptcy priority for a holding
company’s downstream commitments under
an SPOE strategy with respect to insured de-
pository institution subsidiaries. As a result,
holding-company creditors in a bankruptcy
proceeding should not be able to object to well-
drafted holding-company obligations to FDIC-
insured bank subsidiaries.

Section 365(0) can also be used to priori-
tize holding-company commitments to other
material affiliates as well. Figure 3 illustrates

a three-step process that federal authorities
might use to extend section 365(0) priorities
to holding-company commitments to other
affiliates. First, in step A, the holding com-
pany would make a commitment to down-
stream value and convert intracorporate
loans to other affiliates (for example, off-
shore securities affiliates) in accordance with
the firm’s SPOE resolution plan. Then, in
step B, an FDIC-insured bank subsidiary
would guarantee the holding company’s
commitment made in step A.* Finally, in step
C, the holding company would make a 365(0)
qualified commitment to maintain the capi-
tal of the FDIC-insured bank subsidiary for
any losses caused as a result of that subsid-
iary’s honoring the guarantee made in step
B. With these three steps in place, holding-
company commitments to all material affili-
ates can gain priority in bankruptcy. If
holding-company creditors attempt to block
the holding company’s commitments to the
securities affiliate in step A, the step B guar-
antee will kick in, and the holding company’s
step C prioritized commitment to its FDIC-
insured subsidiary will come into play. The
tactic is, admittedly, a bit artful, but hardly
exceptional when compared to the sort of in-

ISDA reforms. Our point here is that these officials, especially if they work with foreign counterparts through
the FSB, have considerable leverage to impose stay procedures that facilitate option B resolutions and they need
not demur if private-party solutions are not fully satisfactory.

29. Another tactic, beyond those discussed in the text, would be to limit the range of liabilities that holding
companies can incur and to make those that remain contractually subordinated to any holding-company obliga-
tions to support material subsidiaries. While unlikely to be foolproof, this preplanning could reduce the likelihood
of effective challenges from bankruptcy creditors.

30. Section 365(0) of the Bankruptcy Code (emphasis to key language added) reads in full as follows:

In a case under chapter 11 of this title, the trustee shall be deemed to have assumed (consistent with the
debtor’s other obligations under section 507), and shall immediately cure any deficit under, any commit-
ment by the debtor to a Federal depository institutions regulatory agency (or predecessor to such agency)
to maintain the capital of an insured depository institution, and any claim for a subsequent breach of the
obligations thereunder shall be entitled to priority under section 507. This subsection shall not extend
any commitment that would otherwise be terminated by any act of such an agency.

31. Section 23A of the Federal Reserve Act, which is designed to limit extensions of credit from FDIC-insured
banks to affiliates, could present a technical impediment to this guarantee, and so the approach might require
a waiver from regulatory authorities. See Section 608 of the Dodd-Frank Act, discussed in Barr, Jackson, and
Tahyar 2016, 224-25. Although federal authorities may be disinclined to accept such proposal waivers as formal
components of section 165(d) resolution plans, the capacity to provide such waivers might still remain available
in times of financial stress if necessary to achieve an option B resolution.
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Figure 3. Extending Section 365(0) Priorities to Holding Company Commitments to Other Affiliates
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Source: Authors’ compilation.

bankruptcy can be substantial (Skeel 2015). Al-
though a number of revisions in ex ante liquid-
ity regulation will likely ameliorate this prob-
lem—the imposition of an effective stay of

tracorporate commitments that one routinely
encounters in modern finance.*

Providing Credible Liquidity in Bankruptcy

The final, and in some respects most challeng-
ing, technical obstacle to using bankruptcy
proceedings to resolve distressed financial
conglomerates is access to liquidity or DIP fi-
nancing during bankruptcy proceedings. As
other commentators have noted, the liquidity
needs of major financial conglomerates in

QFCs for affiliate firms would also be helpful—
federal authorities clearly need to have a cred-
ible strategy for providing liquidity for a dis-
tressed financial conglomerate before allowing
that entity to seek protection under the federal
bankruptcy code. In descending order of desir-
ability, we offer four approaches.®

32. Conceptually, this three-step strategy makes the FDIC-insured affiliate the linchpin of holding-company
commitments. In contrast to the traditional source-of-strength doctrine, where all commitments ran to the
FDIC-insured entity, this approach creates commitments running out to other material affiliates. However, this
reversal is necessary to make the SPOE strategy work. One needs a mechanism to ensure that holding-company
commitments to all material subsidiaries are given priority in bankruptcy. Since section 365(o) as currently
drafted only covers commitments to FDIC-insured bank subsidiaries, the bank subsidiary necessarily becomes
the clearing house for holding-company support. Should federal authorities pursue this strategy, it may well be
necessary for them to require nonbank SlIFls to create an FDIC-insured bank affiliate to make section 365(0)
available in bankruptcy. Note that many of the proposals to amend the federal Bankruptcy Code to facilitate
option B resolutions include amendments of section 365(o) to expand the scope of the priority along the lines
this work around is designed to accomplish.

33. Again, several of these approaches might not be acceptable in formal section 165(d) resolution plans; nev-
ertheless they would be available in an actual resolution under the federal Bankruptcy Code, when regulatory
authorities would be shaping events.
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1. Prepackaged DIP Financing

As discussed earlier, major holding company
resolution in bankruptcy should look less like
the chaotic Lehman Brother’s filing of Septem-
ber 2008 and more like a routine section 363
transaction, planned well in advance. Just as
the FDIC lines up bidders to take over typical
bank failures in purchase-and-assumption
transactions resolved over weekends, the FDIC
could attempt to line up private DIP financing
before a bankruptcy filing is made. Especially
for distressed financial conglomerates re-
solved when not in an existential financial cri-
sis, a private solution may well be viable, with
sufficient advanced planning.

2. Broad-Based Lender-of-Last-Resort Programs
and Facilities Available Under Section 13(3)
Under reforms of the Dodd-Frank Act, the Fed-
eral Reserve Board is precluded from using its
section 13(3) powers to extend credit to insol-
vent borrowers, including borrowers in bank-
ruptcy or in OLA proceedings under Title II of
the Dodd-Frank Act.** So section 13(3) is likely
not a viable source of liquidity for holding
companies being resolved in the bankruptcy
court. In unusual or exigent circumstances,
however, the Federal Reserve Board retains its
capacity to engage in lender-of-last-resort func-
tions for appropriately collateralized credit un-
der a “program or facility with broad-based
eligibility.” Such programs and facilities, to the
extent they are implemented, should be open
to operating subsidiaries of financial conglom-
erates under an SPOE approach, as these enti-
ties are supposed to remain solvent and via-
ble.*> Although it may be difficult to predict the

34. See 12 U.S.C. §343.

availability of such broad-based programs far
into the future, in the days and weeks imme-
diately preceding an option B resolution, fed-
eral authorities will have a very good idea
which broad-based programs and facilities the
Federal Reserve Board is prepared to launch.*
Thus, as the agencies finalize the terms of a
prepackaged SPOE-style resolution effort to be
run through bankruptcy court and approach
private lenders to assemble a DIP financing
consortium, they may well be able to factor in
support likely to be forthcoming from the Fed-
eral Reserve Board under section 13(3). Such
lending must have appropriate collateral.
While any such credit will undoubtedly be sub-
ject to intensive after-the-fact review by Con-
gress, the availability of broad-based credit fa-
cilities under section 13(3) can somewhat
ameliorate the financing requirements for fi-
nancial conglomerates being resolved under
option B. By assuring private lenders that such
Federal Reserve Board support is likely to be
forthcoming, federal authorities may have an
easier time lining up private DIP financing.

3. Liquidity Support Under the FDIC’s

Systemic Risk Exception

Another source of liquidity funding could
come from the FDIC itself. Under 12 U.S.C.
1823(c)(4)(G), the FDIC has wide latitude “to
take other action or provide assistance . .. for
the purpose of winding up the insured depos-
itory institution for which the Corporation has
been appointed receiver” in the event that the
action is necessary to avoid or mitigate “seri-
ous adverse effects on economic conditions or
financial stability.” ¥ Provided certain proce-

35. To comply with the solvency requirement, care would need to be taken that any distressed operating sub-
sidiary was recapitalized before the section 13(3) credit was extended. That is, the downstreaming of holding-
company value and the conversion of intracorporate loans would have to occur first. Only after the recapitaliza-
tion took place would section 13(3) be available to an affiliate that had been in financial distress. Healthy affiliates,

in contrast, should be eligible before recapitalization.

36. For example, section 13(3) lending might be employed to support an specific asset class held by many enti-
ties including affiliates of a conglomerate in financial difficulties.

37.12 U.S.C. 1823(c)(4)(G) reads as follows (emphasis to key language added):

(G) Systemic risk.—

(i) Emergency determination by secretary of the treasury.— Notwithstanding subparagraphs (A) and
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dural steps are taken—steps that are quite sim-
ilar to the steps required to invoke OLA powers
under Title II of the Dodd-Frank Act—the FDIC
could use this power to extend credit to facili-
tate an SPOE-like transaction that transferred
control to another party an FDIC-insured bank
“in default” or “in danger of default.” As a re-
sult of statutory amendments adopted as part
of the Dodd-Frank Act, this emergency author-
ity is only available “for the purpose of winding
up the insured depository institution for which
the [FDIC] has been appointed receiver.” Ac-
cordingly, the FDIC would need to interpret the
term “winding up” to include resolution under
an SPOE-style plan executed at the holding-
company level. In our view, this is a plausible
reading, given the FDIC’s past practices of re-
solving bank failures through holding-
company vehicles.’ Certainly, distress at the
holding-company level will typically be thought
to impair operations of a banking affiliate and,
if banking affiliates had entered into the guar-
antee arrangement for nonbanking affiliates
described earlier, the bank subsidiary would
bear the risk of capital shortfalls of affiliated
entities and be even more easily characterized
as having to be wound up in an SPOE transac-
tion.* One of the advantages of invoking the
FDIC’s emergency authority under section
1823(c)(4)(G) is that the provision includes an
assessment mechanism to recoup any losses
the FDIC suffers on such assistance through

payments from other insured institutions. So,
while the FDIC should only be using this power
to provide liquidity support (as opposed to sol-
vency coverage), the cost of error here would
be borne by the financial services industry and
not U.S. taxpayers.

4. Transfer to Title II and Access to OLF

A final solution, should other forms of liquid-
ity prove inadequate, would be for the receiv-
ership to be transferred to an OLA proceed-
ing under Title II of the Dodd-Frank Act,
where funding under OLF would be available.
Although such a transfer would represent a
failure of the option B alternative, the avail-
ability of such a transfer makes option B a
more viable approach. Having an OLA backup
with OLF liquidity as a fallback position, fed-
eral authorities can accept some uncertainty
as to whether other alternative forms of li-
quidity will prove adequate in a bankruptcy
proceeding.

DIP financing for a major financial conglomer-
ate in bankruptcy proceedings does pose gen-
uine challenges for federal authorities contem-
plating an option B resolution, but the task is
not quite as insurmountable as some analysts
suggest. Especially with careful advanced plan-
ning, a number of sources of liquidity can be
made available. And, of course, OLA remains
available if matters do not pan out as planned.

(E), if, upon the written recommendation of the Board of Directors (upon a vote of not less than two-
thirds of the members of the Board of Directors) and the Board of Governors of the Federal Reserve
System (upon a vote of not less than two-thirds of the members of such Board), the Secretary of the
Treasury (in consultation with the President) determines that
(I) the Corporation’s compliance with subparagraphs (A) and (E) with respect to an insured depository
institution for which the Corporation has been appointed receiver would have serious adverse effects

on economic conditions or financial stability; and

() any action or assistance under this subparagraph would avoid or mitigate such adverse effects,
the Corporation may take other action or provide assistance under this section for the purpose of
winding up the insured depository institution for which the Corporation has been appointed receiver

as necessary to avoid or mitigate such effects.

38. Federal authorities have been similarly creative in interpreting “liquidation” authority of title Il of the Dodd-
Frank Act to facilitate option A-style reorganizations. Again, this approach might require waivers of section 23A
of the Federal Reserve Act in order to facilitate the transfer of funds from an FDIC-insured affiliate to other

entities within the corporate group. See note 31.

39. If a bank subsidiary were forced into FDIC receivership in order to pursue this strategy, care would need to
be taken not to extend even broad-based Federal Reserve credit under section 13(3), lest that provision’s solvency

requirement be violated. See note 35.
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Figure 4. Anticipating Resolution Options from the Perspective of Holding Company Creditors
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CONCLUDING THOUGHTS:

PLANNING FOR TWO (OR MORE)

FUTURE STATES OF THE WORLD

We conclude this essay with a few words ex-
plaining why we have made the effort to work
through the major problems presented by an
option B resolution strategy. The Dodd-Frank
Act created with Title IT and OLA an excep-
tional regulatory tool designed to be capable
of resolving major financial conglomerates in
periods of financial distress of the sort experi-
enced in September 2008. In addition to grant-
ing federal regulatory authorities an unusual
and far-ranging set of new powers, the legisla-
tion provided for Title II resolutions with a very
generous line of credit from the U.S. Treasury.
The existence of this line of credit makes some
critics of the Dodd-Frank Act fear that Title II
perpetuates “too big to fail” and exposes tax-
payers to the cost of potential bailouts down
the road. That is not the way Title II was in-
tended to work, but the concerns expressed
over OLA are not entirely fanciful. At a mini-
mum, the presence of Title IT and the OLF may
lead some financial institutions and holding-
company creditors to conclude that ample
public funding will be available for distressed

Option A
OLA and OFA
(ample public financing)
(maximal preservation of
going-concern value)
A

SPOE in
bankruptcy

(primarily private
financing)
(Some loss of going-
concern value)

Traditional
resolution of
subsidiaries

(no HC financing)
(Limited going-
concern value)

financial conglomerates. To the extent that
market participants now assume that Title II
is the only viable approach to resolving finan-
cial conglomerates, the market, including
holding-company creditors, may well be as-
sessing the riskiness of financial conglomer-
ates under the assumption that public financ-
ing will be forthcoming in resolution and there
will be a maximal preservation of going-
concern value in the event of failure.
Consequently, it is highly desirable to open
up some additional resolution alternatives—in
the language of this essay, to make option B
and perhaps even option C credible—both to
address the problems of political economy and
render market assessments of financial con-
glomerate distress a bit less sanguine. Figure
4 converts this point into a decision tree drawn
from the perspective of holding-company cred-
itors. As things currently stand, when holding-
company creditors consider the likely outcome
of the insolvency of a major financial conglom-
erate, they may well assume that the entity
would be resolved under OLA and Title II of
the Dodd-Frank Act. That means a resolution
structure with access to ample public financ-
ing and a good chance to preserve going-
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concern value. To be sure, there remains some
chance that the appropriate political triggers
will not be pulled, but the received wisdom to-
day in many circles is that neither option B nor
option C is practical for a major financial firm,
or that such a path threatens Lehman-like
chaos.

If federal authorities implemented the re-
forms we have outlined, option B would be-
come imaginable for even very large firms if
they became insolvent in an idiosyncratic fail-
ure rather than a systemic crisis of the Septem-
ber 2008 variety. From the ex ante perspective
of holding-company creditors, that change
would open up a whole new branch of the de-
cision tree, where the primary source of liquid-
ity funding would come from private resources,
and maximal preservation of going-concern
value would not be assured. And, for creditors
dealing with medium-sized financial firms that
could conceivably be resolved through tradi-
tional resolution methods at the regulated sub-
sidiary level, the potential for holding com-
pany creditor losses in the event of financial
distress would be even more substantial.

The decision tree presented in figure 4 of-
fers several insights. First, to the extent that
one is concerned about the moral hazard ef-
fects of OLA and Title II, there is value in open-
ing up other resolution alternatives that might
be credible for at least idiosyncratic failures of
financial firms. Devising resolution strategies
that do not necessarily have access to public
funding will increase the perceived ex ante
risks to holding-company creditors and reduce
the moral-hazard cost of OLA and Title II. This
will be true even if a resolution only starts in
federal bankruptcy and ultimately must be
moved into a Title IT proceeding (the dotted
line in figure 4).

A secondary implication is that to improve
the capacity and incentives of holding-
company creditors to police the business strat-
egies of financial conglomerates, regulators
should err on the side of disclosing the poten-
tial costs to holding-company creditors in the
event of resolution under all three options dis-
cussed in this essay. At least on an ex ante ba-
sis, authorities should attempt to increase the
perceived likelihood of distressed firms’ being
handled under options B and C. If and when a

financial crisis arises (or appears imminent),
government officials may well need to pivot to-
ward option A to forestall market volatility and
destabilizing runs. But ex ante, the smart
money is on making option B viable for as
many financial conglomerates as possible. Pre-
senting that case is the goal of this chapter.
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To ensure that consumers understand financial products’ “costs, benefits, and risks,” the Consumer Finan-
cial Protection Bureau has been redesigning mandated disclosures, primarily through iterative lab testing.
But no matter how well these disclosures perform in experiments, firms will run circles around the disclo-
sures when studies end and marketing begins. To meet the challenge of the dynamic twenty-first-century
consumer financial marketplace, the bureau should require firms to demonstrate that a good proportion of
their customers understand key pertinent facts about the financial products they buy. Comprehension rules
would induce firms to inform consumers and simplify products, tasks that firms are better equipped than the

bureau to perform.
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Title X of the Dodd-Frank Wall Street Reform
and Consumer Protection Act of 2010 tasked
the Consumer Financial Protection Bureau
(CFPB) with ensuring that “consumers . . . un-
derstand the costs, benefits, and risks associ-
ated with” financial products and services (sec-
tion 1032,12 U.S.C. 5532). Despite this ambitious
mandate, the bureau’s pursuit of consumer
comprehension has thus far focused on the
same twentieth-century tool that has already
proved ineffective at regulating consumer fi-
nance: required disclosures. No matter how
well the bureau’s “Know Before You Owe” dis-
closures perform in the lab, or even in field
trials, firms will run circles around these dis-
closures when the experiments end, mislead-
ing consumers and defying consumers’ expec-
tations.

Even without any intent to deceive, firms
not only will but must leverage consumer con-
fusion to compete with other firms that deceive
customers. Although firms are not always re-

sponsible for their customers’ confusion, firms
today take advantage of this confusion to sell
products. As elucidated in a recent work by no-
bel laureates George Akerlof and Robert Shiller
(2015), without effective regulation, markets in
equilibrium will produce manipulation and de-
ception.

To meet its mandate to ensure that consum-
ers understand the financial transactions in
which they engage, the CFPB must summon
the innovative data-driven twenty-first-century
spirit that otherwise characterizes the bureau’s
approach to consumer protection. Specifically,
the bureau must induce firms themselves to
promote consumer comprehension, whether
by helping their customers understand finan-
cial transactions, by conforming transactions
to their customers’ understanding, or both. To
generate this change in firm behavior, the bu-
reau should require firms to periodically dem-
onstrate, through third-party testing of ran-
dom samples of their customers (“customer
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confusion audits"), that a good proportion of
their customers know, at the time the custom-
ers can make use of this knowledge, the key
pertinent costs, benefits, and risks of the finan-
cial products they have been sold.

For example, the bureau should require
firms to prove that their customers are aware
of all costs at the moment when the customers
are deciding whether to take an action that will
trigger those costs, whether that action be tak-
ing out a mortgage, overdrawing a checking ac-
count, or calling customer service to inquire
about a prepaid debit card balance. Where con-
sumers are confused about benefits, such as
the benefit of signing up for a “credit repair”
service, enrolling in a credit card rewards pro-
gram, or paying a debt that is beyond limita-
tions, firms should show that their customers
understand restrictions on benefits the firm is
offering.

In promulgating comprehension rules, the
bureau could set the proportion of a firm’s cus-
tomers that must pass a customer confusion
audit in a variety of ways. For example, the pro-
portion might be set with reference to existing
false advertising law, on the basis of median
industry performance, or at whatever propor-
tion of consumers understand mandated dis-
closures in the bureau’s lab-based consumer
testing.

Demonstrating sufficient customer com-
prehension could be a precondition firms
must meet before enforcing a term or charging
a fee, or firms could be sanctioned (or re-
warded) for low (or high) demonstrated com-
prehension levels. In effect, rather than pre-
scriptively regulating the marketing and sales
process with mandated disclosures or pursu-
ing firms on an ad hoc ex post basis for unfair,
deceptive, and abusive marketing and sales
practices, the bureau would monitor firms and
incentivize them to minimize customer confu-
sion as the marketing and sales process un-
folds over time.

Comprehension rules are a form of
performance-based regulation, in that they
regulate outputs not inputs. Performance-
based regulation is widely used in other fields
and its use has been expanding. Environmen-
tal and building code regulations have long
employed it. Rather than the law dictating the

scrubber a factory smokestack must use or the
material a builder must use, the law sets emis-
sions limits or imposes strength and durability
requirements, and the factory owner or builder
can decide how to meet those limits or require-
ments. In the consumer arena, the law now
requires firms affirmatively to demonstrate
compliance with safety standards for food and
children’s products through routine perfor-
mance testing (Title I, sections 103-5 of the
FDA Food Safety Modernization Act, 21 U.S.C.
350§, 350g, and 2201; Title I, section 102 of the
Consumer Product Safety Improvement Act of
2008, 15 U.S.C. 2063).

Specifically with respect to consumer com-
prehension, the Food and Drug Administra-
tion requires pharmaceutical firms to show
that actual customers understand the usage
and dosing directions for a medication during
a trial of over-the-counter sales before the firm
can broadly sell the drug directly to consumers
(Leonard-Segal et al. 2009). In the European
Union, food sellers making front-of-package
nutrition claims will soon be required to affir-
matively demonstrate “scientifically valid evi-
dence of [consumer] understanding [of the
claims]” (Article 31, Regulation [EU] 1169/2011
on the Provision of Food Information to Con-
sumers [OJL 304/18]). Customer confusion au-
dits are also used in the United States by regu-
lators to establish deception claims and by
competitors to prove false advertising claims,
although testing is currently ex post and ad
hoc.

Making firms responsible for effectively in-
forming their own customers would capitalize
on firms’ greater knowledge of and access to
their customers and greater ability to experi-
ment and innovate. Comprehension rules
would incentivize firms to educate rather than
obfuscate and to develop product designs that
align with rather than defy consumer expecta-
tions.

The CFPB already has more than an in-
kling that mandated disclosure is a poor tool
for regulating financial products. A bureau
policy statement acknowledges that the effec-
tiveness of such disclosures is only an “as-
sumption,” albeit one on which much of con-
sumer protection law is based (Consumer
Financial Protection Bureau 2013a, 64392).
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The bureau’s inaugural banner project was
“Know Before You Owe,” but recently it has
turned to approaches that step beyond dis-
closure and even tiptoe toward comprehen-
sion rules. The bureau has moved testing of
disclosures from the lab to the field. It has
been trying to stimulate firms to develop cre-
ative disclosure methods. It has performed
its own testing of consumer understanding
of arbitration clauses and class action waiv-
ers. These steps implicitly acknowledge that
(a) disclosures that do well in experimental
conditions may not work in real-world condi-
tions, (b) firms are better situated than regu-
lators to innovate to achieve consumer com-
prehension, and (c) valid, reliable consumer
confusion audits are possible. What is needed
now is for the bureau to pull these insights
together and see that they collectively suggest
applying comprehension rules to any number
of consumer financial transactions.

Of course, Congress may have been mis-
taken in thinking that understanding would
protect consumers. Even knowledgeable con-
sumers make bad decisions, whether as a re-
sult of inadequate willpower or decisionmak-
ing biases. On the other hand, if firms were to
make it easier for consumers to understand
financial products, consumers likely would
have more willpower available and be less
likely to succumb to decision biases.

Cognitive capacity and willpower function
as a single “cognitive-willpower bandwidth” re-
source in the brain, such that if cognition is
taxed, so, too, is willpower (Baumeister et al.
2008). Similarly, cognitive load increases
decision-making biases, including overconfi-
dence (Kruger 1999), overoptimism (Tanner
and Carlson 2009), and the effects of some
other biases (Epley and Gilovich 2006; Drolet,
Luce, and Simonson 2009). If consumers could
more easily understand financial transactions,
they would likely spend fewer cognitive re-
sources on financial decisions, freeing up
cognitive-willpower bandwidth to use for exer-

cising self-control and reducing overconfi-
dence, overoptimism, and other biases that
might otherwise lead to improvident choices.

In this article I explain the feebleness of
mandated disclosures, the inherent flaws in
the alternatives the CFPB has been pursuing,
the advantages firms have over regulators in
ensuring their customers’ comprehension,
and the CFPB’s legal authority to require cus-
tomer confusion audits and enforce compre-
hension rules. I then elaborate on a few exam-
ples of how this form of regulation might
operate in practice, including these four key
elements:

1. Measuring the quality of a valued outcome
(comprehension) rather than of an input
that is often pointless (mandated or pre-
approved disclosure);

2. Assessing actual customer comprehension
in the field as conditions change over time,
rather than imagining what the “reasonable
consumer” would understand or testing
consumers in the lab or in single-shot field
experiments';

3. Requiring firms to affirmatively and rou-
tinely demonstrate customer understand-
ing, rather than relying on the bureau’s lim-
ited resources to examine firm performance
ad hoc when problems arise? and

4. Giving firms the flexibility and responsibil-
ity to effectively inform their customers
about key relevant costs, benefits and risks
through whatever means the firms see fit,
whether that be education or product sim-
plification, rather than asking regulators
to dictate how disclosures and products
should be designed.

I conclude with a discussion of some fur-
ther benefits of establishing comprehension
rules and implementing customer confusion
audits. In particular, the process might lead to
the discovery of many situations in which the

1. This proposal thus parts from Barr, Mullainathan, and Shafir (2008), which suggests using an “objective rea-
sonableness test” accompanied by “safe harbors for reasonable disclosure,” preapproved “model disclosure
forms,” and “no action’ letters” issued to firms ex ante (7-8).

2. This proposal again parts from Barr, Mullainathan, and Shafir (2008), which suggests ad hoc enforcement by
making unreasonableness a defense to payment in foreclosure or bankruptcy proceedings (8).



THE QUEST FOR CONSUMER COMPREHENSION 77

benefits of consumer understanding are low
and the costs are high. Certainly compre-
hension is often neither necessary nor suffi-
cient for good decisions, and it might well
be more cost effective for society to engage
in substantive regulation of product design or
performance-based regulation of consumer
welfare outcomes resulting from financial
transactions.? Fundamentally, we cannot know
the real costs and benefits of consumer com-
prehension until we seriously pursue it, and
Dodd-Frank requires the CFPB to do so.

THE FLAWS IN THE BUREAU'’S

CURRENT APPROACH TO CONSUMER
COMPREHENSION

The CFPB today is testing disclosures in the
lab and in the field and is trying to stimulate
firms to generate new disclosures themselves.
Each of these implicitly recognizes some of the
elements of a regulatory policy that seriously
pursues the goal of consumer comprehension.
But, tethered to the straitjacket of “disclosure,”
none of these can reach that goal.

DOUBLING DOWN IN THE LAB:
DISCLOSURE 2.0
The fact that consumers are unable to use
mandated disclosures well has prompted wide-
spread concern. The CFPB has responded by
doubling down on disclosure. Disclosures were
at one time formatted according to regulators’
notions about what consumers would notice,
read, and understand. But the last fifteen years
has seen the emergence of Disclosure 2.0: dis-
closures developed through multiyear lab test-
ing of iteratively redesigned disclosures.

The bureau’s redesign of mortgage disclo-
sures epitomizes the approach. Consumers are
brought into the lab and asked to read through

a proposed disclosure and think aloud, ex-
plaining what they understand the informa-
tion to mean and how they might hypotheti-
cally use the information. In response, the
regulator makes changes to the disclosure and
tests the new design. Testing and modification
are repeated until the regulator can obtain no
further improvement in subject comprehen-
sion of some product attributes without de-
creasing comprehension of more important
attributes. The regulator then shows the new
and old disclosure forms to a large swath of
consumers, and determines whether consum-
ers understand more about the transaction
when looking at the new disclosure than at the
old one. The bureau has embarked on similar
disclosure redesign processes for other prod-
ucts, such as prepaid debit cards and student
loans.

Testing actual consumers is an improve-
ment on regulators sitting around a table de-
ciding what disclosure format seems best to
them. But there are serious limits to compre-
hension and effective use of disclosure that
Disclosure 2.0 does not surmount: bounds that
impair understanding in the lab; even more
bounds that affect decisions outside the lab;
and the exploitation of these bounds by firms
when disclosures are deployed in the field.

Even without all of the real world’s chal-
lenges, comprehension and decision quality in
the lab are limited. In none of the govern-
ment’s Disclosure 2.0 efforts have anywhere
near 100 percent of the consumers tested un-
derstood or accurately used 100 percent of the
information disclosed.* Comprehension is in-
herently constrained where literacy and nu-
meracy are below the level needed to use the
disclosure. Further, many decisions require ba-
sic financial knowledge that consumers lack.

3. In related work, | develop a proposal for performance-based regulation of consumer transactions based on
consumer welfare outcomes (Willis 2015). The CFPB has proposed regulations that also incorporate performance-
based rules. For certain small dollar loans, a lender that does not follow the bureau’s underwriting rules can
instead demonstrate annually that no more than five percent of its loan portfolio defaulted (or face a penalty of
having to refund to its customers all origination fees it collected from them over the past year) (Consumer Fi-

nancial Protection Bureau 2016).

4. For example, on average, subjects in lab conditions could provide correct answers to only about three-quarters
of questions asked about a hypothetical mortgage using the CFPB's new disclosure (Kleimann Communication
Group 2013, 41). In mall-intercept testing, fewer than half of subjects were able to use regulators’ new financial
information privacy disclosures as regulators intended (Garrison et al. 2012).
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For example, effective annual percentage rate
for a credit card account, a figure that retro-
spectively incorporates interest and fees into a
single number, is a concept that “defies plain
language efforts” because consumers lack the
background needed to make sense of the con-
cept (Hogarth and Merry 2011, 11).

A related problem is that consumer ratio-
nality is bounded. Consumers are capable of
taking only a few attributes into account when
making a decision (Agnew and Szykman 2005).
If the transaction has more moving parts than
consumers can consider at one time, it will
make no difference that all those parts are dis-
closed.

Less well recognized in the literature is that
consumers’ priors can prevent consumers
from understanding disclosures. When con-
sumers’ background mental models or beliefs
conflict with the information disclosed, man-
dated disclosure may not be able to shake
these beliefs. One example is double-cycle bill-
ing in credit card contracts, a billing method
whereby when a borrower pays late, the credi-
tor in the next billing cycle retrospectively
charges interest for the normally interest-free
grace period between the time of purchase and
the due date of the late payment. The Federal
Reserve Board tried mightily to explain this to
consumers using various text and disclosure
formats. These efforts failed (Bernanke 2009).
In the abstract, the concept is probably not be-
yond the ken of the average consumer. But in
reality, the idea that a card issuer could retro-
spectively charge interest when none had been
charged previously is too antithetical to con-
sumers’ mental models of how credit cards
work to be believed, even in the lab.

The real world is a far more demanding de-
cision environment. In the lab, consumers face
at most a few products, presented clearly, with
nothing to do but read the disclosures. In the
field, consumers encounter a plethora of op-
tions positioned variously in a sea of distrac-
tions. In the lab, even adding a single distrac-
tion—casual conversation—can markedly
reduce comprehension of a mortgage disclo-
sure (Stark, Choplin, and LeBoeuff 2013). In the
real world, people have many more distractions
and habitually spend as little of their limited
resources as possible to make many decisions.

Even for significant consumer transactions
such as obtaining a home mortgage, many con-
sumers spend less than a minute reading dis-
closures (Sovern 2010).

Moreover, consumers have less cognitive-
willpower bandwidth in the real world than in
the lab. Stress, including the stress created by
the decision itself, depletes cognitive resources
(Kahn and Baron 1995, 325-26). Consumers
having difficulty meeting financial obligations
are particularly likely to have constrained
cognitive-willpower bandwidth and thus to en-
gage in “tunneled thinking”—considering only
the most immediate costs, risks, and benefits
(Mullainathan and Shafir 2013).

Finally, consumers in the real world use
their mental resources selectively. They attend
to the pieces of information they want to hear
and ignore those they find unpleasant (Loew-
enstein, Sunstein, and Golman 2014). They
then process this limited information in a
manner that supports the decision they want
to make (Kunda 1990). Outside the lab they
may apply more effort, but effort cannot over-
come limits on knowledge and rationality.

MOVING TO THE FIELD:
DISCLOSURE 2.5
Implicitly acknowledging the limited external
validity of lab testing, the CFPB has launched
Disclosure 2.5: designing disclosures using
field experiments. The first of these is a rollout
by the Pentagon Federal Credit Union (PenFed)
of a new, bureau-designed credit card disclo-
sure (Consumber Financial Protection Bureau,
n.d.). Customers are randomized into one
group that receives the new disclosure and an-
other that receives the disclosure PenFed usu-
ally gives its customers. The bureau is testing
whether customers who receive the new disclo-
sure are more accurate in their answers to
questions about the card’s terms, such as the
interest rate on purchases and the size of the
fee charged for late payments. This improves
on the lab-based approach because the experi-
ment is run on consumers who have self-
selected the product, in their actual decision
environments, where they are distracted by life
and are not directed to read the disclosure.

It remains to be seen whether Disclosure
2.5’s experimental results will indicate that the
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new disclosure has improved these PenFed
customers’ understanding of the products they
have bought. However, no matter what the ex-
periment shows, it cannot capture changes
that take place after the experiment. Some of
these changes happen organically, as product
offerings and market structure evolve. Con-
sider, for example, the old Truth-in-Lending
Act and Real Estate Settlement Procedures Act
forms that were used for home mortgages.
These may have been useful to consumers
when mortgages were structured in only a few
ways (thirty-year or fifteen-year fixed-rate mort-
gages) and were homogeneously priced (on any
given day, each creditor lent at a single price
for each type of mortgage). But these disclo-
sures failed many consumers when the market
changed to one of heterogeneously structured
loans, carrying individualized “risk-based” (or
vulnerability-based) prices that might not be
known until the consumer was well into the
application process (Willis 2006).

More problematic is that Disclosure 2.5 can-
not account for the effects of firm responses to
the new disclosures. The firm that cooperates
with the bureau to facilitate the experiment
will not work to undermine the disclosure dur-
ing the study (and may even be an atypical
firm, as PenFed likely is) but may well do so
later, when the experiment has ended.

Indeed, firms have a bevy of means at their
disposal to undermine mandated disclosures’
effectiveness.

First, firms can defuse disclosures by alter-
ing the design of the transaction. If some price
components must be disclosed prominently,
firms stuff more of the cost of the product into
less visible components (Bar-Gill and Bubb
2012). Firms build complex products not
merely to satisfy diverse consumer prefer-
ences, but also to confuse consumers and raise
the cost of comprehension high enough that
consumers will not bother to spend the time
and effort that would be required to eliminate
confusion. Firms shape purchasing processes
to ensure that the consumer has sunk signifi-
cant costs into the effort, and has perhaps
switched from a decision making to an imple-
mentation mindset, before receiving the dis-
closure. Firms can also use social pressure to
discourage consumers from reading disclo-

sures, as, for example, when closing agents dis-
courage borrowers from reading mortgage
documents.

Second, firms wield advertising and sales
talk to frame consumers’ thought processes
long before consumers see a disclosure. Con-
sumers may think they are unaffected, but ad-
vertising works (Wood and Poltrack 2015; Lewis
and Reiley 2014). Individualized sales pitches
can be even more powerful. A former loan bro-
ker explains how idle chitchat distracts con-
sumers, creates positive consumer feelings,
and engenders trust (Brunner 2006):

You tell the loan salesperson you want the
loan to upgrade a room. He or she will ask
you why, and you innocently will say that you
want your daughter to have a nice new room.
“Oh really, what color?” asks the loan ar-
ranger. Purple, you say.

Rest assured, as the process moves along,
the salesperson . . . will continuously remind
you that your goal is to “paint a nice new pur-
ple room.” The salesman seems to ... truly
care that the room . . . ensure[s] your daugh-
ter’s complete happiness.

It’s easy to forget that your goal is not a
purple room, it’s a loan at the best price and
terms possible.

Trust in a salesperson or in a brand may
lead a consumer to misinterpret a disclosure
in a way that favors the outcome suggested by
the salesperson or advertising. Alternatively,
trust may lead a consumer to select a product
without bothering to read the disclosure care-
fully, or at all. For example, merely adding a
brand name to over-the-counter drug packag-
ing in the lab led some subjects to read the
label more quickly and to fail to notice or un-
derstand a number of contraindications (Cat-
lin, Pechmann, and Brass 2011).

Third, firms physically divert attention from
disclosures. An example comes from AT&T’s
addition of a mandatory arbitration clause to
its contract with its customers; it designed the
envelope, cover letter, and amended contract
after extensive “antimarketing” market testing
to ensure that most consumers would not open
the envelope, or if they did open it, would not
read beyond the cover letter (Ting v. AT&T, 319
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F.3d 1126, 9th Cir. 2003). Another example: in
an online survey, a reminder about who could
see subjects’ answers delivered just before sub-
jects answered some very personal questions
led subjects to behave in more privacy-
protective ways. But adding justa fifteen-second
delay between the privacy disclosure and the
loading of the webpage where the subjects an-
swered the questions eliminated the privacy-
protective effect of the disclosure (Adjerid et
al. 2013).

Fourth, firms take proactive steps to ferret
out easy marks, or even to place consumers in
situations where disclosure is likely to be inef-
fective. Locating vulnerable customers is be-
coming increasingly sophisticated now that
consumer activity online and on cell phones
can be tracked. Late-twentieth-century mort-
gage sellers fished for disclosure-insensitive
prospects by mailing “live checks” that when
cashed would result in loans at exorbitant in-
terest rates; homeowners who cashed the
checks were good prospects for a high-priced
mortgage. Firms in the early twenty-first cen-
tury buy lists of consumers who engage in im-
pulse shopping or are financially stressed (Of-
fice of Oversight and Investigations Majority
Staff, U.S. Senate Committee on Commerce,
Science, and Transportation 2013). Marketing
lists include “Rolling the Dice” and “Oldies but
Goodies” segments, so as to allow marketers
to pinpoint consumers who are “gullible [and]
want to believe that their luck can change”
(Duhigg 2007).

Firms can even engage in real-time market-
ing through Internet and mobile devices to
reach consumers at vulnerable moments (Calo
2014). As noted earlier, cognitive load can de-
crease willpower and increase overconfidence,
overoptimism, and other decisionmaking bi-
ases. In addition, mood (Keller, Lipkus, and
Rimer 2002) and stress levels (Mather and
Lighthall 2012) can affect risk perception and
responses. Savvy firms might use inferred cog-
nitive load, mood, or stress levels to sell con-
sumers products at the very moment when
mandated disclosures will be misinterpreted
or ignored. Advertisers already track consum-
ers as they play online games and differentially
target advertisements to consumers experienc-
ing success or defeat, to tailor the advertising

pitch to exploit the consumer’s likely mood
(Carney 2013). Firms can even influence con-
sumer mood, cognitive load, and risk-taking
propensity directly (Kramer, Guillory, and Han-
cock 2014; Shapiro and MacInnis 2002).

Ultimately, the bureau’s single-shot field ex-
periments occur under conditions that are not
realistic in crucial respects. Field testing is the
right approach, but the testing should measure
the effects of firms’ actual activities over time,
not in a single experiment.

BRINGING FIRMS INTO THE
DISCLOSURE DESIGN PROCESS:
PROJECT CATALYST

The CFPB recognizes that firms have informa-
tion and expertise that could allow them to de-
sign disclosures better than regulators can do.
Dodd-Frank authorizes the bureau to give firms
the opportunity to conduct trials of disclosures
designed “to improve upon any model form”
(section 1032, 12 U.S.C. 5532). The bureau’s pro-
gram—called Project Catalyst—has used this
authority to encourage firms to develop their
own disclosures (Consumer Financial Protec-
tion Bureau 2013a, 64389), explaining:

There may be significant opportunities to en-
hance consumer protection by facilitating in-
novation in financial products and services
and enabling companies to research infor-
mative, cost-effective disclosures.... In-
market testing, involving companies and
consumers in real world situations, may offer
particularly valuable information with which
to improve disclosure rules and model forms.

Unfortunately, Project Catalyst takes an ap-
proach to consumer comprehension that is at
odds with modern business-to-consumer com-
munication techniques in at least three repects.

First, the approach requires language-
based, minimally interactive disclosures; un-
der the policy, a trial disclosure’s content must
“be in plain language, reflect a clear format
and design, and be succinct” (Consumer Fi-
nancial Protection Bureau 2013a, 64393n12).
But modern communication techniques are
not limited to words, and the best communica-
tion techniques are often interactive. A picture
is worth a thousand words—and might be
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worth 2 percent interest per month. In one ex-
periment, adding a photo of a pretty woman
to an advertisement for a consumer loan in-
creased men’s take-up of the loan as much as
lowering the monthly interest rate by 2 percent
(Bertrand et al. 2010). A video can often convey
far more information, more effectively, than a
document or script. Turning the process into
a game, called “gamification,” might be the
best way to help some consumers understand
a product. Imagine consumers winning points
for discovering a financial product’s “hidden”
price components. The most effective commu-
nications may well not use plain language, em-
ploy a clear format and design, or be succinct.®

Second, the policy assumes a relatively
static approach to communication. It requires
firms to submit “a copy of the trial disclosures
to be tested ... and a clear statement of how
they would be provided to consumers” (Con-
sumer Financial Protection Bureau 2013a,
64393n14). Although the policy purports to per-
mit firms to engage in the iterative testing and
redesign process used by marketers, every
tested disclosure must be specifically autho-
rized by the bureau.

Such preapproval is at odds with modern
marketing, which employs a quickly evolving
five-step trial-and-error approach (Akerlof and
Shiller 2015, 53-54):

1. Release marketing that is diverse in con-
tent, format, channel, audience, etc.

2. Measure results.

3. Tweak the marketing for each audience seg-
ment in response to the data.

4. Measure results.

5. Repeat.

The velocity of this process is only increasing
with the ever-increasing capacity of data ana-
lytics. The bureau is unlikely to be able to pre-
approve disclosures at anything like this pace.

Third, effective modern communication
techniques are often emotion-based and tar-
geted, segmented by detailed personal charac-
teristics, sometimes right down to the individ-

ual consumer and in real time to leverage
mood, as described earlier. CFPB approval of
such communications is problematic.

Public sentiment is likely to be hostile to
government approval of segmentation and
mood manipulation. When Illinois required
some consumers in targeted zip codes hard-hit
by foreclosure to receive pre-mortgage counsel-
ing, the state was accused of racism and quickly
rescinded the rule. Mood manipulation by the
government would almost certainly provoke
outrage; recall the criticism Facebook received
for intentionally manipulating user emotions.
In addition, the bureau has committed to mak-
ing information about each firm’s disclosure
testing public. Firms are unlikely to want to
divulge details about how they segment con-
sumers and manipulate mood. Like sausage-
makers, marketers do not want the public to
know how their product is made. It is therefore
unsurprising that few firms have yet taken up
Project Catalyst’s invitation to engage in a trial
disclosure program, and it is likely that none
have put their marketing departments on the
case.

Project Catalyst is on the right track in its
assumption that firms are better at effectively
communicating with consumers than regula-
tors. But bureau preapproval of the communi-
cation will undermine that effectiveness.

COMPREHENSION TESTING BY THE
BUREAU TO INFORM DISCLOSURE AND
PRODUCT DESIGN REGULATION

The CFPB also recognizes the feasibility and
utility of testing consumers to determine what
they do and do not understand about financial
products. Using third-party experts on con-
sumer survey and testing techniques, the bu-
reau has begun assessing consumer compre-
hension in a number of controlled trials and
field experiments (Consumer Financial Protec-
tion Bureau 2014) and surveying consumers
about their understanding, for example, of
their legal rights (Consumer Financial Protec-
tion Bureau 2015a, 49). A completed bureau-
commissioned survey of credit card account
holders has revealed that consumers generally

5. Even if the bureau were to eliminate such language requirements, it lacks the expertise to assess and preap-
prove photos, videos, and highly interactive materials such as games.
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do not know their dispute resolution rights
and that most consumers whose card agree-
ments prohibit suing in court and participat-
ing in class actions wrongly believe that they
can do both (Consumer Financial Protection
Bureau 2015b, 11).

The testing the bureau is doing is the right
idea. Regulating the font size and color of ar-
bitration clauses in credit card contracts is use-
less. Requiring certain words to appear in debt
collectors’ letters to consumers is a very long
way from achieving consumer comprehension
of their debt collection rights. Determining
whether a firm “meaningfully conveyed the in-
formation required for a typical consumer to
make a reasonable judgment” (Barr, Mullaina-
than, and Shafir 2008, 7) is not possible with-
out data about what actual consumers know at
the time they are making those judgments.
The CFPB experience with commissioning ex-
perts to perform consumer testing can inform
the bureau’s oversight of third-party auditors
that will perform the customer confusion au-
dits necessary for firms to comply with a com-
prehension rule.

The experience can also inform the bureau’s
cost-benefit calculations in selecting the right
policy response to consumer confusion. When
the testing undertaken by the Federal Reserve
Board, discussed earlier, demonstrated that
consumers did not understand double-cycle
billing terms in credit card contracts, the
board banned issuers from using this billing
method. This is the right response where the
financial product term or feature provides little
benefit to consumers, but it is possible that
some terms will be beneficial for one group of
consumers and misunderstood and harmful
for another group. Comprehension rules
would preserve greater space for welfare-
enhancing innovation by firms, but would be
more costly to enforce than a ban. The bu-
reau’s experience with testing consumers
could help it estimate how much more costly,
and thus to choose the right policy response.

ADVANTAGES FIRMS HAVE IN
ATTAINING COMPREHENSION
Comprehension rules would align firms’ goals
with the CFPB’s mandate to ensure consumer

understanding of financial product costs, ben-
efits, and risks. Such rules would bring to bear
on the regulatory problem the firm’s greater
knowledge of its own processes, greater facility
with experimentation, and greater ability to
segment consumers and to adapt to changes
in the environment and in technology. Firms
know a lot about their customers, as they al-
ready collect this information for marketing
and product development purposes. Firms
have access to their customers through many
“touch points”—marketing, sales talk, and
product packaging and presentation. Firms are
not constrained by political concerns that pre-
vent the bureau from tailoring disclosures to
consumer segments and leveraging consumer
emotions. The bureau may even be legally pro-
hibited from mandating particularly effective
disclosures. Some courts have struck down reg-
ulations requiring firms to place on product
packaging graphics intended to evoke an emo-
tional response so as to ensure consumer re-
tention of disclosed information (R. J. Reynolds
Tobacco Co. v. FDA, 696 F.3d 1205, 1216, D.C. Cir.
2012). In contrast, evoking emotional responses
and ensuring that consumers retain informa-
tion are the bread and butter of marketing.

The very capacities that modern firms use
to market products and defeat mandated dis-
closures enable them to attain better con-
sumer comprehension more quickly and at a
lower cost than regulators. The bureau can try
to educate consumers, but nothing beats pro-
fessional marketers when it comes to sending
consumers a message. The bureau spent three
years developing its “Know Before You Owe”
mortgage disclosures. Without the constraints
of notice, comment, and Office of Manage-
ment and Budget approval, firms can engage
in the trial and error market testing process
described above and obtain results within days
or weeks, adjust their approach accordingly for
the next round, and do it again a few days or
weeks later.

The bureau has recognized: “In-market test-
ing of consumer behavior and reactions to new
products or new ways of delivering services is
a constant of modern life. Companies rou-
tinely carry out such tests using their customer
base” (Consumer Financial Protection Bureau
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2013a, 64391). Through this process, marketers
have discovered that “even minute details such
as ink color and envelope size” matter (Lewis
and Reiley 2014, 237n3). Firms could use the
same dynamic consumer testing approach to
determine how to effectively inform their cus-
tomers about key relevant costs, benefits, and
risks of the financial products firms sell their
customers. Firms can further leverage the ap-
proach to discover how to adapt their educa-
tional methods over time as technology, social
practices, and cultural understanding change.

In addition, firms can creatively manage the
comprehension problem by increasing edu-
cation or eliminating complexity and counter-
intuitive features, and by making tradeoffs
between these approaches over time. For ex-
ample, if a customer confusion audit would
demonstrate that the customers of a prepaid
debit card issuer believe they will not be
charged a fee to inquire about their account
balances, the issuer can select between effec-
tively informing its customers about this fee or
changing its card pricing structure to elimi-
nate the fee. Firms are in a better position than
regulators to decide when it is worth the cost
of educating consumers about complex or un-
intuitive features and when simplifying prod-
ucts is more cost-effective. Firms already know
more about consumer valuation of product at-
tributes than regulators and can learn more
about these valuations at lower cost.

The bureau would need to remain mindful
of firm agility at circumventing disclosure, and
guard against firms’ manipulation of customer
confusion audit results. One can imagine
poorly constructed tests that might allow a
firm to teach its customers to answer the ques-
tions correctly without teaching them about
the underlying substance of the transaction.
Early responses to environmental emissions
performance standards provide a cautionary
tale. Firms built higher smokestacks so that
the emissions monitors at ground level would
produce lower pollution readings, allowing the
firms to pass the tests without reducing their
emissions. Regulators responded by changing

testing methods to take both ground-level
emissions readings and smokestack height
into account (U.S. Government Accountability
Office 2011).

Consumer testing in the context of false
advertising claims presents the same issue.
As per the Federal Judicial Center’s Manual
on Scientific Evidence, courts demand the use
of generally accepted practices in the con-
sumer studies field, such as proper sampling
techniques; clear, precise, nonleading ques-
tions; rotating the order of questions and an-
swers; avoiding nonresponse bias; and robust
statistical analysis (Diamond 2011). The bu-
reau would need to certify and oversee third-
party auditors to ensure use of these gener-
ally accepted practices. Again, the bureau’s
experiences with its Disclosure 2.0, Disclo-
sure 2.5, and Project Catalyst trial disclosure
programs could inform the oversight func-
tion it would need to perform to maintain the
validity of customer confusion audits under a
comprehension rule.

But if firms teach their customers to pass a
test that accurately gauges comprehension,
this teaching is the intended result of compre-
hension rules. For example, even a firm teach-
ing its customers not only that their contract
contains an arbitration clause but also that ar-
bitration is better for the customer than litiga-
tion, is not problematic.® If arbitration is bet-
ter, the customer should choose it, and if it is
not better yet the customer has been fooled
into thinking it is, the right public policy re-
sponse may be to ban these clauses. Without
comprehension rules, arbitration clauses can
be slipped silently into a contract with an un-
witting consumer. The firm avoids market
competition over dispute resolution terms in
consumer contracts and avoids public engage-
ment with the question of whether the clause
should be permitted.

Comprehension rules would place an evalu-
ation of the product features currently con-
trolled entirely and silently by firms squarely
into public discussion, facilitating market
competition and democratic control.

6. This puts aside the potential second-order effect whereby arbitration clauses may decrease firm liability and
thus undermine firm incentives not to engage in unfair, deceptive, or abusive practices.
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AUTHORITY FOR IMPOSING
COMPREHENSION RULES

The Dodd-Frank Act plainly gives the CFPB au-
thority to establish comprehension rules and
to require firms selling consumer financial
products to obtain customer confusion audits.
The bureau’s very statutory purpose is to en-
sure that the fast-moving financial market-
place encountered by consumers is “fair, trans-
parent, and competitive” (section 1021, 12
U.S.C. 5511). As previously noted, where firms
understand products and consumers do not,
poorly regulated market forces dictate that
firms will take unfair advantage of consumers.
Savvy consumers may benefit, but the less
savvy suffer. Markets are not transparent to
consumers unless consumers understand
their choices within them. Substantive compe-
tition over transaction terms depends on con-
sumers’ understanding transactions well
enough to drive prices down and benefits up.

More directly, section 1032 of Dodd-Frank
sweepingly supports comprehension rules. Un-
der this section, the bureau has authority to
promulgate and enforce “rules to ensure that
the features of any consumer financial product
or service, both initially and over the term of
the product or service, are fully, accurately, and
effectively disclosed to consumers in a manner
that permits consumers to understand the
costs, benefits, and risks associated with the
product or service, in light of the facts and cir-
cumstances.” The statute directs that “in pre-
scribing rules under [section 1032], the Bureau
shall consider available evidence about con-
sumer awareness, understanding of, and re-
sponses to disclosures or communications
about the risks, costs, and benefits of con-
sumer financial products” (section 1032, 12
U.S.C. 5532).

The evidence discussed previously shows
both that many consumers have little aware-
ness or understanding of mandated disclo-
sures and that firms can and do effectively
communicate with consumers through mar-
keting. This suggests that the best way to en-
sure that product features are “effectively dis-
closed...in a manner that permits consumers
to understand costs, benefits, and risks” is to
require that firms be held responsible for wide-
spread confusion among their customers. In

fact, it may be the only way to do so in today’s
market.

Of course, every consumer financial prod-
uct presents a plethora of potential costs, ben-
efits, and risks. Deciding which of these a con-
sumer needs to understand, selecting which
facts and circumstances consumer under-
standing must account for, and pinpointing
when consumers need to know these things
are not easy tasks. But answering these ques-
tions is not impossible, and every regulation
mandating disclosure already implicitly does
so by selecting what to disclose and when to
disclose it.

Dodd-Frank itself suggests that the universe
of what customer confusion audits would test
for is a smaller set of facts than those disclosed
in the bloated mandated disclosures common
today. The only features that must be “effec-
tively disclosed” are those that must be under-
stood to comprehend the costs, benefits, and
risks of the financial product. A consumer who
knows she is buying a mortgage that requires
identical monthly payments and leaves no bal-
ance at term does not need to understand the
details of amortization.

Further, the consumer must understand
the product not in an abstract sense, but “in
light of the facts and circumstances.” Not
every consumer needs to understand every
feature. A credit card account holder who car-
ries a balance and is making domestic pur-
chases only would need to understand the in-
terest rate applicable to those purchases but
not the cost associated with foreign transac-
tions. A jet-setting account holder who pays
off her balance each month would need to
know about foreign transaction fees but not
the interest rate on prepaid balances

In addition, reading section 1032 in light of
Dodd-Frank’s purpose, consumers do not need
to possess a continuous understanding of
these personally relevant product costs, ben-
efits, and risks. Rather, consumers need to un-
derstand the pertinent information at a time
and in a way that allows them to use the infor-
mation well in making financial decisions, so
as to help drive the market toward better out-
comes.

Even knowledge of the costs the particular
consumer will encounter, the benefits she can
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expect, and the risks she is taking on, at the
time she is making the pertinent financial de-
cision, is an ambitious goal, given current
product offerings. But firms can set their own
bar by managing the complexity of products
and the intuitiveness of product features.” Con-
sumer comprehension will be higher for a
product that is easier to understand, ceteris
paribus. Further, the way in which information
is conveyed dramatically affects the skills
needed to use that information. Consumers
need minimal skills to use a well-constructed
energy star rating; consumers need expertise
that few possess to use a set of technical energy
use specifications. Comprehension rules hold
firms responsible for reaching consumers
where firms find them, which is where firms
sell to them.

Additional support in Dodd-Frank for com-
prehension rules includes explicit authoriza-
tion for the bureau to promulgate rules that
identify and prophylactically prevent unfair,
deceptive, or abusive acts or practices (section
1031, 12 USC 5531).%

A practice is unfair if it is likely to cause sub-
stantial injury to consumers that is not reason-
ably avoidable by consumers themselves, and
is not outweighed by countervailing benefits
to consumers or competition (Federal Trade
Commission 1980). A feature of a transaction
that is not understood by most consumers is
not reasonably avoidable by them, and any re-
sultant injuries will rarely be outweighed by
benefits to consumers, given that competition
over the feature will not take place.

A deceptive practice is a material act or
omission that is likely to mislead a reason-
able member of the group of consumers to
whom the firm’s sales practices are directed
(Federal Trade Commission 1983). A firm’s
failure to ensure that most of its customers
comprehend all material features of a prod-
uct is thus a deceptive omission, even where

the firm makes no affirmatively misleading
statements.

An abusive practice is one that “takes un-
reasonable advantage of—(A) a lack of under-
standing . . . of the material risks, costs, or con-
ditions of the product ... or (B) the inability
of the consumer to protect the interests of the
consumer in selecting or using” the product
(section 1031, 12 U.S.C. 5531). Consumers who
do not understand material product features
cannot protect their own interests and selling
a product with material terms that consumers
do not comprehend can take advantage of this
inability and the underlying lack of under-
standing.

Regulation keyed to actual consumer com-
prehension would be the ideal tool, and per-
haps the only feasible tool, for preventing un-
fairness, deception, and abuse. The bureau has
tiptoed toward recognition of this in its exam-
ination procedures, which contemplate that
examiners might survey or interview samples
of a firm’s customers during the examination
process (Consumer Financial Protection Bu-
reau 2012, 5, 7, 16, 30). But examiners have in-
sufficient resources to do the market-wide cus-
tomer confusion audits that would be required
to uniformly pressure firms to effectively in-
form their customers.

Some operations that the bureau would
need to perform to deploy comprehension
rules would be new, but Dodd-Frank envi-
sioned that the bureau would engage in new
activities along these lines. The bureau’s pri-
mary statutory functions include supervising
firms that are covered by the act, issuing
rules and orders, taking enforcement ac-
tions, and “collecting, researching, monitor-
ing, and publishing information relevant to
the functioning of markets for consumer fi-
nancial products and services to identify
risks to consumers and the proper function-
ing of such markets” (section 1021, 12 U.S.C.

7. To the extent that heterogeneity among products and services offered and terminology used by different firms
drives consumer confusion, comprehension rules might need to be complemented by increased uniformity in
product designs and marketing terminology, perhaps specified by the bureau, trade associations, or national
standards-setting bodies such as the American National Standards Institute.

8. One of the bureau’s five statutory objectives is to protect consumers from unfair, deceptive, or abusive acts or
practices (section 1021, 12 USC 5511). The bureau has broad authority to issue rules and orders to prevent eva-
sion of federal consumer financial laws (section 1022, 12 U.S.C. 5512).
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5511). The statute also requires the bureau to
monitor the market for “risks to consumers,”
considering consumer “understanding” of
those risks, and gives the bureau authority to
require firms to produce reports and answers
to specific questions to assist in this moni-
toring (section 1022, 12 U.S.C. 5512). The bu-
reau would likely, at least initially, confine
the application of comprehension rules to
large firms that it examines regularly, or ex-
empt smaller firms for which customer con-
fusion audits might be disproportionately
costly. But lessons learned from large firms
could inform the bureau’s approach to en-
forcement actions, substantive product regu-
lation, and even disclosure rules that would
affect all firms.?

The CFPB has authority to issue rules re-
quiring disclosures and to produce model dis-
closures, the use of which gives firms a safe
harbor from the disclosure rules (section 1032,
12 U.S.C. 5532). But both authorities are discre-
tionary. Other than for home mortgages, the
bureau need neither require particular disclo-
sures nor produce model forms. There may be
instances where comprehension rules and
mandated disclosures would be complemen-
tary, such as when the disclosures provide
standardization that assists firms in prevent-
ing customer confusion. Nothing in Dodd-
Frank would prevent the bureau from using
disclosure and comprehension rules as com-
plementary tools in ensuring fair, transparent,
and competitive markets.

MECHANICS

Nearly any financial transaction could be regu-
lated using comprehension rules. The content
tested for in customer confusion audits will
depend on how far the CFPB wants to go in
pursuit of comprehension, given the costs and
benefits of this form of regulation. Testing for
bare knowledge might require only a simple
true-false, fill-in-the-blank, or multiple-choice
test. Testing for applied understanding might
be accomplished by assessing whether the rea-
sons given by a customer for a product choice
reflect an accurate or inaccurate understand-
ing of the product.’

These approaches involve not insignificant
per-subject testing costs, but sufficient infor-
mation to make valid inferences will often be
possible with small random or stratified (to
capture subpopulations) samples of each
firm’s customers. An alternative would be to
test only traditionally underserved consumers;
if they comprehend a product, less vulnerable
populations likely do too.

To ensure reliability, testing should be per-
formed by independent, qualified, bureau-
certified auditors assigned randomly." Audi-
tors would need to have the necessary expertise
in survey research to perform the testing and
interpret the results, the same qualifications
required of experts in deceptive advertising lit-
igation and consultants who currently perform
consumer research for the bureau. Random
assignment is necessary to ensure that the au-
ditor is not beholden to or otherwise biased

9. In the specific case of predispute arbitration clauses in contracts for consumer financial products, the bureau
has explicit authority to “prohibit or impose conditions or limitations on the use of” these clauses if it is “in the
public interest or for the protection of consumers” (section 1028, 12 U.S.C. 5518). Particularly given that the
bureau’s own comprehension testing demonstrates that consumers do not understand the arbitration clauses
in their own credit card contracts, meeting comprehension rules would be a natural condition to impose on firms
going forward, if the clauses are not prohibited altogether.

10. In developing new mortgage disclosures, the bureau asked subjects in a simulated mortgage choice experi-
ment to explain their reasons for preferring one mortgage over another (Kleimann Communication Group 2013,
65). Published results of that testing report only the average number of reasons given by subjects for selecting
one loan over another and not the accuracy of the reasons. Customer confusion audits, in contrast, would assess
whether, for example, customers who reported that they chose loan A because they preferred a fixed-rate loan
were accurate in their assessment that loan A's rate was fixed.

11. Analogously, the third parties from which manufacturers and importers of children’s products must obtain
safety testing must be accredited by the Consumer Product Safety Commission or an independent accreditation
organization designated by the commission (Consumer Product Safety Improvement Act of 2008, 15 U.S.C.
2063, Title |, section 102).
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toward the firm who hires the auditor. Third-
party auditors and government oversight also
would protect consumer privacy, preventing
firms from using individual customer test re-
sults to, for example, target marketing of un-
suitable products on those who test poorly.

Firms should be free to give customers an
incentive to answer the questions in confusion
audits accurately. Firms might engage in their
own testing and refuse to transact with poten-
tial customers who do not understand the
transaction. Firms might also reward custom-
ers who perform well in confusion audits per-
formed by third parties.”

The benchmarks against which firm perfor-
mance in customer confusion audits ought to
be judged depend on which of the bureau’s
statutory purposes it is pursuing: transpar-
ency, competition, or fairness. If the goal is for
transactions to be transparent to most con-
sumers engaged in them, the benchmarks
would need to be high, perhaps as high as the
approximately 85 percent benchmark implic-
itly used in false advertising cases (see Willis
2015, 154, reviewing cases). If the goal is to ame-
liorate the market failure caused by consumer
confusion and thereby increase substantive
product competition, the benchmarks might
be lower, depending on the firm’s ability to dif-
ferentiate informed from uninformed consum-
ers. If the goal is merely to prevent firms from
undermining mandated disclosures, the
benchmarks might be set at the comprehen-
sion levels the bureau can obtain in its disclo-
sure testing, provided that the bureau’s subject
pool is similar to the firm’s actual customers.
If the goal is only to increase consumer com-
prehension from where consumers stand now,
the benchmark might be set based on indus-
trywide performance, perhaps penalizing
firms whose customers test below the median
and rewarding firms whose customers beat the
market.

Sanctions (or rewards) for a firm that fails
to meet (or exceeds) the benchmark would be
tailored to the context. For example, if a suf-
ficient proportion of a firm’s tested custom-

ers did not understand a price component,
the sanction might be to require the firm to
disgorge that price component over a look-
back period.” If a firm’s tested customers
failed to meet the benchmark for compre-
hension with respect to the true nature of a
benefit the firm appeared to be offering, the
sanction might be to require the firm to pro-
vide the full benefit customers expected or
refund the price the consumers paid for that
illusory benefit. Where the issue is customer
confusion about waiver of a legal right, a
nonperforming firm might be required to re-
frain from enforcing that term until testing
demonstrated that the firm’s customers’ con-
fusion was dispelled. Exceeding a benchmark
might be rewarded with a longer hiatus be-
fore the firm must conduct the next round of
customer confusion audits.

In the following section I sketch out how
comprehension rules might operate in several
contexts. This is not to advocate that compre-
hension rules be used in all of these contexts.
Upon further study, it may become clear that
substantive regulation of terms or performance-
based regulation of consumer financial out-
comes would be a more reliable or more cost-
effective regulatory method. But before
dismissing Dodd-Frank’s presupposition that
consumers would use their own understand-
ing to instigate substantive product competi-
tion and promote their own welfare, we must
map out how to produce this understanding
and assess the costs and benefits of pursuing
this path.

COMPREHENSION OF PRICE

Firms are required to disclose the price com-
ponents of the financial products they sell, but
consumers do not always understand these,
particularly at the time when they could use
the knowledge to select a product or choose
whether to take an action. When buying a
product, consumers consider the most salient
and easily understood price components,
which are typically lump sum amounts ex-
pressed in dollar terms such as the annual fee

12. To maintain anonymity, the third party auditors would administer the rewards.

13. Disgorgement over a look-back period would parallel the bureau’s proposed small dollar loan regulation

described in footnote 3.
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for a checking account or credit card. But con-
sumers often do not understand or fail to ac-
count for back-end fees, fees contingent upon
future events, fees buried in fine print, and fees
expressed in terms that would require consum-
ers to perform calculations to determine the
total dollar amount they will pay.*

One such fee is overdraft charges on check-
ing accounts. These fees are, in effect, very
small, very expensive, very short-term loans,
with a typical implied APR of over 17,000 per-
cent (Willis 2015, 171-72). The price structures
banks use for calculating overdraft fees are
complex, shifting, and multifarious. Banks are
required to inform consumers about overdraft
fees and obtain affirmative consumer consent
to overdraft coverage, a process that regulators
hoped would ensure comprehension. But a
PEW Charitable Trusts survey found that over
half of consumers who had incurred overdraft
fees in the prior year did not understand that
they had agreed to overdraft coverage. Most
overdrew their accounts unintentionally and
did not realize it until they received their ac-
count statements (Pew Charitable Trusts 2014,
5,9).

A major contributor to consumer confusion
is the invisibility of overdraft fees at the mo-
ment they are incurred. Consumers are not in-
formed in real time that they are about to over-
draw their accounts and thus to incur a fee,
and therefore are not given the choice at that
moment to decline the loan by not overdraw-
ing. Consumers may not know the account bal-
ance their bank will assign them at any mo-
ment because deposits take varying amounts
of time to clear, holds can be placed on account
funds, banks reorder transactions within a sin-
gle day, and account balance statements can
be inaccurate (U.S. Government Accountability
Office 2008, 21, 62). In addition, people who
are already financially stressed might not real-
ize they are about to overdraw their accounts
because they have insufficient cognitive-

willpower bandwidth and must focus on im-
mediate financial demands.

The law might respond with a disclosure
mandate to address this, but banks are adept
at sabotaging overdraft disclosures (Willis
2013). A requirement that banks demonstrate
that their customers know that they are about
to incur an overdraft fee and know the size of
the fee shortly before incurring it would stim-
ulate banks to develop (and redevelop as tech-
nology and customs change) the best methods
for informing their customers about these fees
in a timely manner, whether it be through text
messages, automated cell phone calls, ATM
screen messages, or new methods that would
be invented for this purpose. A comprehension
rule might also encourage banks to simplify
their fee structures so that their customers
could understand them.

Confusion audits would be straightforward.
Third parties could test a bank's customers
with questions such as “Which, if any, of the
following recent transactions overdrew your
account?,” followed by a list of recent transac-
tions and their dates. If the customer indicated
knowledge of a transaction that overdrew the
account, the follow-up question could be “How
many dollars did your bank charge you in fees
as a result of overdrawing your account on that
date?” The same basic design could be used
for any financial product fee that is opaque at
the time it is incurred.

A similar approach might be applied to
short-term credit that is commonly used as a
longer-term cash flow solution, such as payday
and auto title loans. For example, the cost of
payday loans seems clear, disclosed at the time
the loan is disbursed in both dollar and APR
terms. But these figures represent the price for
a single period of borrowing. Payday lenders
depend on long borrowing sequences to turn
a profit (Pew Charitable Trusts 2013, 62n9) and
most borrowers stay indebted for months.”
Consumers know the periodic fee on a payday

14. This is why monthly payments for high-priced mortgages must include taxes and insurance for the first year.
Because the monthly payment is the most salient figure for most borrowers, a payment that includes taxes and
insurance will ensure that consumers take these costs into consideration in addition to the loan principal and
interest payments when deciding whether to enter the transaction.

15. Long borrowing sequences are long periods over which payday loan borrowers remain indebted nearly con-
tinuously, with breaks of less than thirty days, indicating that the borrower lacks sufficient income to simultane-
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loan and a recent study suggests that many
consumers, if asked, can estimate the time it
will take them to retire the debt fairly accu-
rately (Mann 2013). But even those consumers
who know they will take a long time to repay
the loan are unlikely to estimate their total bor-
rowing duration, multiply it by the periodic
fee, and then ask themselves whether they
want to pay, for example, $525 over and above
the principal they will have to repay to borrow
$350 for ten pay periods.'

A $525 fee figure at the moment of a $350
loan decision might be sufficiently dramatic to
cause even a desperate consumer to change
course. One experiment found that providing
borrowers with information about the dollar
costs of the loans over time, the number of
times most loans are rolled over, and the rela-
tive prices of other sources of borrowing can
collectively somewhat reduce the frequency
and amount of payday borrowing (Bertrand
and Morse 2011). The law might require that
the disclosures used in this experiment be
given to consumers, but again, mandated dis-
closures are easily foiled in the field.

Instead, payday lenders could be required
to demonstrate that at loan origination, their
customers understand how and when the cus-
tomer expects to retire the debt and the total
dollar cost of borrowing if the customer retires
the debt on the anticipated date. In effect,
lenders would need to spur consumers to con-
sider how and when they will repay their loans
and then to disclose the total price the con-
sumer will pay if the loan is paid off on that
date. This might lead lenders to redesign the
product into a longer term less expensive loan
or to lend only to borrowers who are likely to
repay the loan on its due date.”

COMPREHENSION OF BENEFITS

Where confusion about benefits is common,
firms could be required to demonstrate that
their customers understand the true benefits
the transaction provides. Add-on products and
debt settlement (or “credit repair”) services
might fall into this category. Firms have far
better information than consumers about the
value of these products and services.

For example, customers of debt settlement
services likely believe that the service will re-
duce their total debt, even when it will not
(Abrams and Silver-Greenberg 2014, B1). The
bureau has brought charges against firms that
charge up-front fees and provide consumers
little if any benefit in return. But these compa-
nies are not deterred. On its website, the bu-
reau warns consumers that debt settlement
services can be a bad deal for a long list of rea-
sons: these services can reduce consumers’
credit scores and future ability to obtain credit;
fees payable to the firms, taxes payable on for-
given debt, and penalties and late fees on exist-
ing bills the firms require consumers to stop
paying can collectively leave consumers deeper
in debt than they were when they started, and
so forth."® But few people read the bureau’s
warnings.

To ensure that consumers understand these
sorts of limitations on the benefits of this
product, debt settlement firms could be re-
quired to demonstrate through confusion au-
dits that their customers knew about these
limitations at the time the customers signed
up. This might stimulate these firms to change
their pricing structures; if consumers knew
that benefits are uncertain, they might de-
mand pricing that is contingent on benefits
received.

ously pay other monthly expenses and pay off the payday loan. Sometimes the loans are rolled over on the dates
they become due, but sometimes there is a brief break between loans.

16. In a 2013 study, the bureau found that $350 and $15 per $100 were the median payday loan size and fee. It
also found that the median number of loans a borrower took in twelve months of data was ten (Consumer Fi-

nancial Protection Bureau 2013b, 17 table 1, 23 table 3).

17. The CFPB's proposed regulations require payday lenders in most instances to do the latter, lending only to

borrowers who are likely to repay.

18. Most debt settlement firms require their customers to suspend making regular payments on the customers'

existing debt.
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Add-on products present an even easier
case for comprehension rules. Currently the
law requires that the fact that the consumer is
buying the add-on product, and in some cases
the consumer’s right to decline to buy it, be
disclosed. But in the midst of a stack of paper-
work for a car loan, for example, a consumer
might not notice that she had agreed to credit
life, disability, unemployment, property, and
debt cancellation insurance. Even if she no-
tices these add-ons, she might assume that she
is required to buy them or that they provide
her a cost-justified benefit. However, these
products frequently provide few benefits. For
example, some consumers think credit life in-
surance is life insurance, when it only pays off
the remaining debt on a loan at the beneficia-
ry’s death.

Comprehension rules would require firms
to draw their customers’ attention to these
add-on products at the time the transaction
takes place and to educate their customers
about limits on the benefits add-ons provide.
Alternatively, firms could redesign add-on
products to conform to their customers’ expec-
tations.

COMPREHENSION OF LEGAL RIGHTS

A similar approach could also be used for other
terms about which consumer confusion is
widespread, such as legal rights and waivers of
those rights. For instance, the Fair Debt Col-
lection Practices Act of 1978, its implementing
regulations, and applicable state law give debt-
ors a host of legal rights, many of which must
be disclosed in dunning letters. But do con-
sumers actually know that debt collectors are
prohibited from threatening to sue the con-
sumer for the debt once the statute of limita-
tions for that debt has passed? How many con-
sumers know that if they agree to a new
repayment schedule, the debt can be revived?
Sophisticated consumers and those being
aided by counsel or counselors may know, but
it seems likely that others do not.

Rather than requiring more disclosures of
consumers’ rights in debt collection, an alter-
native would be customer confusion audits.
For example, before a collector could treat an
out-of-limitations debt as revived, the collector
might be required to demonstrate that its debt-

ors knew their actions would revive the debt.
Collectors could then choose between educat-
ing their debtors or ceasing collection efforts
on out-of-limitations debt.

Comprehension rules might similarly be
employed for fine print clauses that waive con-
sumers’ legal rights. These clauses include ar-
bitration clauses, class action waivers, caps on
damages consumers can recover, clauses sub-
stantially shortening limitations periods
within which consumers can raise claims
against the firm, and more. Except for the few
transaction types where such clauses are pro-
hibited, firms regularly use these to change the
background procedural and substantive rules
of the civil justice system that apply to their
interactions with their customers. As noted,
the bureau’s testing found that consumers are
confused about arbitration clauses and class
action waivers. The bureau has proposed pro-
hibiting arbitration clauses that deny consum-
ers the right to file or join class actions, and
such an approach might work well for other
fine print waiving consumers’ legal rights. Al-
ternatively, the bureau might employ compre-
hension rules. Firms could then decide
whether to teach their customers about these
waivers or remove the waivers from their con-
tracts.

BENEFITS OF COMPREHENSION RULES

The effect of successful regulation through
comprehension rules would be to bring trans-
actions into closer alignment with consumer
expectations, whether because consumers be-
come educated about the transaction or be-
cause firms simplify the transaction or elimi-
nate unintuitive features. Clearer explanations
of financial transactions and increased prod-
uct simplicity and usability would reduce de-
mands placed on consumers’ attention, time,
and effort in selecting products and would give
consumers increased confidence in the mar-
ketplace. The quality of decisionmaking would
almost certainly improve, not only because
consumers would understand transactions
better, but also because the reduced demands
on consumer coghnitive resources would likely
increase consumers’ willpower and decrease
their overconfidence and overoptimism. The
ultimate direct benefit of comprehension rules
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is increased consumer decisional autonomy;
consumers would get what they think they are
getting, not whatever hidden features firms
can slip into the transaction.

Rhetorical support for decisional autonomy
runs deep—the imagined “empowered con-
sumer” a favorite of liberals and the imagined
“free market” a favorite of conservatives. But
empowered choices free of confusion are only
possible, and the market is only driven to effi-
ciency, when consumers comprehend the
transactions in which they engage. Today we
pretend that individual consumers use disclo-
sures to drive market competition and make
welfare-enhancing decisions, but we do not
spend the resources needed to realize actual
consumer understanding. As a result, consum-
ers neither discipline the market nor consis-
tently enhance their own welfare.

When some degree of demonstrated con-
sumer comprehension becomes legally re-
quired, we may find that decisional autonomy
is overrated. As discussed previously, the Dodd-
Frank Act’s mandate to the CFPB to ensure
consumer understanding of financial transac-
tion costs, benefits, and risks rests on the as-
sumption that consumers will use this under-
standing to instigate substantive product
competition and promote their own welfare.
This assumption may be incorrect. For many
financial transactions, comprehension is prob-
ably neither necessary nor sufficient to ensure
consumer welfare.

Even where solid consumer understanding
of financial products would lead to better con-
sumer choices, it might be an inefficient
means of getting there. Firms might find that
educating their customers is so costly that it
would be cheaper for firms to directly channel
consumers to suitable products. Some confus-
ing products, when sold only to consumers for
whom they are suitable, might improve con-
sumer welfare more than simplified, transpar-
ent versions of those products.

Moreover, consumers might rather not have
to understand much about the financial trans-
actions in which they engage. They might pre-
fer for regulators to discipline the marketplace
directly. Substantive product design regulation
thus might produce more consumer welfare
and be truer to deep consumer autonomy—in-

cluding the autonomy to decide not to become
financially educated and make informed
choices for oneself—than comprehension
rules. But unless the bureau complies with
Dodd-Frank’s mandate to ensure consumer
understanding of financial products—a man-
date that can probably only be met, if at all,
through comprehension rules—we will not
know when and where informed consumer de-
cisionmaking is worth its price.
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A Public Choice Approach to ()

the Unequal Treatment of
Securities Market
Participants and Home
Borrowers

JONATHAN MACEY

This article contrasts the protections provided to participants in U.S. securities markets with the protections
provided to participants in the U.S. mortgage markets. Participants in securities markets purchase and sell
equity and debt securities. Participants in the mortgage markets borrow money to buy homes, using those
homes as collateral for the mortgage loans they receive. Even after Dodd-Frank, participants in securities
markets are afforded significantly higher levels of protection than participants in mortgage markets. The
doctrine of suitability is a prime example of this inequity. Exploring possible explanations for this odd asym-

metry of treatment, I conclude that interest group politics is to blame for the anomaly.

Keywords: securities, mortgages, regulation, consumer protections, interest groups

Reckless and predatory mortgage lending prac-
tices were among the key drivers of the finan-
cial meltdown of 2008.! I, along with my coau-
thors Geoff Miller, Maureen O’Hara, Gabe
Rosenberg, have argued that changes in the
nature of the mortgage contract make it both
legally plausible and normatively desirable
that subprime mortgage brokers be treated as
securities broker-dealers for the purposes of
the Securities Act of 1933 and the Securities
and Exchange Act of 1934 (Macey et al. 2009).
Given the recent revival in mortgage lending
in general and higher-priced lending with in-
terest rates greater than 1.5 points above the
prime offer rate in particular—which made up
7.1 percent of home purchase loans in 2013, as
compared to 2.2 percent in 2010 and 23.2 per-
cent in 2006 (Board of Governors of the Federal

Reserve System 2014)—this regulatory issue is
in need of timely address.

As a technical matter, subprime mortgages
are in large part derivative securities that con-
tain embedded options (Quercia and Stegman
1992), but they are not subject to the significant
anti-fraud and consumer protection provisions
of the securities laws. Nor are mortgages sub-
ject to any alternative comprehensive regula-
tory regime. Unlike other financial contracts
that are individualized and not fungible such
as insurance contracts and annuities and cer-
tificates of deposit (CDs), mortgages are bun-
dled together to formulate mortgage-backed
securities. This differentiates mortgages from
other types of private contracts, creating a
unique need for securities-type regulation.

Writing from the perspective of legal theory
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predicated on normative arguments about ba-
sic fairness and the desirability of logical sym-
metry between the protections for people traf-
ficking in securities and people trafficking in
home mortgage loans, in previous works I have
argued that subprime mortgages should be
regulated like securities, especially given their
complicated, unusual lending terms and their
thorny relationship with the mortgage-backed
securities industry (Macey et al. 2009). From
this analysis, it inevitably follows that home
buyers who take out subprime mortgage loans
should have the same protections as people
who buy and sell securities such as options and
common stock.

In this article I take a positive rather than a
normative perspective. Here, I ponder the is-
sue of why, as a descriptive matter, home buy-
ers are afforded such paltry legal protections
when compared to the robust panoply of legal
protections enjoyed by buyers and sellers of
securities subject to the Securities Act of 1933
and the Securities Exchange Act of 1934. Why,
in other words, is it the case that a large invest-
ment bank that buys a security backed by
home mortgages is entitled to so much more
legal protection than an individual who in-
curred massive indebtedness by taking out one
of the subprime mortgage loans bundled into
that mortgage-backed security?

Simply put, as Kathleen C. Engel and Patri-
cia A. McCoy (2002, 1319) argue, “If the duty of
suitability is appropriate for financial instru-
ments that have been the traditional province
of the affluent, certainly it is appropriate for
financial instruments that are peddled to the
poorest rung of society.” As I previously have
pointed out (Macey et al. 2009, 790):

Kafka would have loved this story: According
to our current understanding of U.S. law
there is far better consumer protection for
people who play the stock market than for
people who are duped into buying a house
with an exotically structured subprime mort-
gage, even when the mortgage instrument is
immediately packaged and sold as part of a
security. We live on a peculiar legal landscape
in which homeowners have almost no re-
course under consumer protection laws
against people who peddled unsuitable mort-

gages to them, unless the funds generated by
the mortgage financing happened to have
been used by the homeowner to purchase se-
curities rather than a house.

Subprime mortgages incorporate abnor-
mal, and arguably predatory, terms that are
“present either because of the risk profile of
subprime borrowers or the need of lenders to
counteract the lower expected repayment rate
of this group” (Macey et al. 2009). Examples
of these terms include prepayment penalties
for paying off a mortgage before it comes
due, and a payment of a certain number of
percentage “points” of the mortgage upfront
(Macey et al. 2009). One acutely troubling
facet of subprime lending is that foreclosure
scars subprime borrowers’ already low credit
scores, leaving them with even less access to
credit than they had at the origination of
their defaulted mortgages.

Subprime mortgage loans are not garden-
variety loans, and neither are the circum-
stances of their origination. Subprime mort-
gages, bundled together, constitute the base
material of exotic securities such as CDOs and
RMBSs. The issuance of these securities should
be regulated as such to protect those borrow-
ers suckered into entering them against their
best interest. With subprime mortgage-backed
securities “gearing up for a comeback,” this
pressing regulatory issue requires immediate
attention (Shenn 2015).

SUITABILITY

A number of protections are afforded to securi-
ties transactions from which mortgage financ-
ings do not benefit. For the purpose of brevity,
this article will focus on the protection most
readily applicable to subprime mortgages: suit-
ability.

The doctrine of suitability requires that
broker-dealers only recommend to their cli-
ents those financial transactions that are
suitable given the customer’s level of finan-
cial sophistication, current investments, fi-
nancial status, personal circumstances, and
anything else that might bear on the clients’
ability to accept the risk associated with a
particular investment. The suitability doc-
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trine requires broker-dealers to tailor the se-
curities sold to a customer with that custom-
er’s specific financial needs and objectives,
and forbids agents from simply pushing
those products that offer the greatest profit
margins for the seller. (Macey et al. 2009, 815)

The suitability doctrine arose from “fears
about unsophisticated investors taken advan-
tage of by financially savvy (and unscrupulous)
professionals” and is administered federally by
“overlapping, though not identical, rules”
(Macey et al. 2009, 816).>

The first of these rules is the descendent of
National Association of Securities Dealers
(NASD) Conduct Rule 2310, Financial Industry
Regulatory Authority (FINRA) (2015). Rule
2111(a):

A member or an associated person must have
a reasonable basis to believe that a recom-
mended transaction or investment strategy
involving a security or securities is suitable
for the customer, based on the information
obtained through the reasonable diligence of
the member or associated person to ascer-
tain the customer’s investment profile. A cus-
tomer’s investment profile includes, but is
not limited to, the customer’s age, other in-
vestments, financial situation and needs, tax
status, investment objectives, investment ex-
perience, investment time horizon, liquidity
needs, risk tolerance, and any other informa-
tion the customer may disclose to the mem-
ber or associated person in connection with
such recommendation.?

The second rule is the descendent of the
New York Stock Exchange suitability require-
ment or “Know Thy Customer rule,” FINRA
Rule 2090. This rule requires that members
“use reasonable diligence, in regard to the
opening and maintenance of every account, to

know (and retain) the essential facts concern-
ing every customer and concerning the author-
ity of each person acting on behalf of such cus-
tomer.” “Essential Facts” include those required
to (a) effectively service the customer’s ac-
count; (b) act in accordance with any special
handling instructions for the account; (c) un-
derstand the authority of each person acting
on behalf of the customer; and (d) comply with
applicable laws, regulations and rules.*
Finally, broker-dealers are liable for suit-
ability violations under section 10(b) of the Se-
curities Exchange Act and Securities and Ex-
change Commission (SEC) Rule 10b-5. Section
10(b) of the Securities Exchange Act states:

It shall be unlawful for any person directly or
indirectly, by the use of any means or instru-
mentality of interstate commerce or of the
mails, or of any facility of any national secu-
rities exchange . . . to use or employ, in con-
nection with the purchase or sale of any se-
curity registered on a national securities
exchange or any security not so registered, or
any securities-based swap agreement any ma-
nipulative or deceptive device or contrivance
in contravention of such rules and regula-
tions as the Commission may prescribe as
necessary or appropriate in the public inter-
est or for the protection of investors).®

And SEC Rule 10b-5 states:

It shall be unlawful for any person, directly
or indirectly, by the use of any means or in-
strumentality of interstate commerce, or of
the mails or of any facility of any national
securities exchange,
(a) to employ any device, scheme, or arti-
fice to defraud;
(b) to make any untrue statement of a ma-
terial fact or to omit to state a material

2. There are additional requirements under state laws that this article does not discuss.

3. For FINRA Rule 2111 see http://finra.complinet.com/en/display/display_viewall.hntml|?rbid=2403&element

_id=9859&print=1; accessed June 8, 2016.

4. For FINRA Rule 2090 see http://finra.complinet.com/en/display/display viewall.html|?rbid=2403&element

_id=9858

5. See SEC Rule 10b-5, 17 C.F.R. 240.10b-5, “Employment of Manipulative and Deceptive Devices,” www.law

.cornell.edu/cfr/text/17/240.10b-5.
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http://finra.complinet.com/en/display/display_viewall.html?rbid=2403&element_id=9858
http://finra.complinet.com/en/display/display_viewall.html?rbid=2403&element_id=9858
www.law.cornell.edu/cfr/text/17/240.10b-5.
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fact necessary in order to make the
statements made, in light of the cir-
cumstances under which they were
made, not misleading; or

(c) to engage in any act, practice, or
course of business which operates or
would operate as a fraud or deceit
upon any person, in connection with
the purchase or sale of a security.®

Basic product-suitability claims are not the
only conflict-of-interest, broker-buyer issues
that implicate the suitability doctrine. Regula-
tors also rein in churning, or “encouraging cus-
tomers to engage in more trades than are in
the customers’ best interests,” as well as flawed
commission structures such as recommending
that customers “pay a flat fee to the broker-
dealer for a number of services rather than pay-
ing for each transaction individually” through
the suitability doctrine (Macey et al. 2009, 830).

Given that in the subprime mortgage con-
text brokers sometimes encourage “borrowers
to engage in an excessive number of costly re-
financing transactions in order to generate
[more] fees” and that brokers receive yield
spread premium incentives to “steer their cus-
tomers towards higher cost loans,” the suit-
ability doctrine appears particularly apt to ad-
dress issues of conflicting interests in the
subprime mortgage industry (Macey et al.
2009, 830).

The purpose of these suitability rules is
clear. They serve as an “ex ante protection
against improper investment, not a way for in-
vestors to recoup losses from investing insecu-
rities with full knowledge of, and ability to
handle, the attendant risks” (Macey et al. 2009,
819). Providing a regulatory framework for suit-
ability claims on behalf of subprime mortgage
borrowers would allow an opportunity for reg-
ulatory agencies, and the mortgage borrowers
themselves, to curb predatory lending exe-
cuted through unsuitable financial products,
excessive refinancings, and problematic broker
compensation structures. If given the regula-
tory green light, suitability claims in the sub-
prime mortgage context could theoretically be
brought in the same ways as their sister claims

6. lbid.

in the securities context: (1) via individual
suits, (2) via class actions, and (3) via interven-
tions of regulators on behalf of mortgage hold-
ers.

Some might argue that the suitability doc-
trine as it applies to securities is relatively
toothless, and thus the lack of its application
for individual mortgage holders is irrelevant.
In regard to the first avenue just discussed, al-
though individual suitability claims may not
always involve large financial penalties, studies
show that securities buyers embrace them as
a mechanism for policing the investment rec-
ommendations they receive. In fact, in a ran-
dom sample of 422 arbitrators’ cases from 1992
to 2006, 49.76 percent of customer arbitrations
against broker-dealers involved a suitability
claim (Choi, Fisch, and Pritchard 2010). Given
that “virtually all brokerage customer agree-
ments contain a clause requiring disputes be-
tween the customer and the broker to be sub-
mitted to arbitration,” this finding is highly
salient (Choi, Fisch and Pritchard 2010, 110).
Moreover, a separate study found that 48.9 per-
cent of arbitrations involving a suitability
claim were victorious, and in 9.9 percent of
those successful arbitrations, punitive dam-
ages were awarded (Choi and Eisenberg 2010).
Sure, this figure is underwhelming, but keep
in mind: 0 percent of subprime mortgage bor-
rowers are awarded punitive damages on the
basis of suitability claims. They currently have
no right to bring them.

In regard to the second avenue for suitabil-
ity claims discussed, admittedly, “Class actions
are not necessarily easy to certify in predatory-
lending cases. In damages class actions under
Federal Rule of Civil Procedure 23(b)(3), plain-
tiffs must show that the common issues pre-
dominate over the individual ones in order to
achieve class certification. Loan-underwriting
decisions often turn on facts that are unique
to the borrowers, making commonality diffi-
cult to prove” (Engel and McCoy 2002, 1362).
That said, it is unlikely that class actions would
play a large role, if any at all, in suitability
claims against subprime lenders.

Nevertheless, supervision of the subprime
mortgage industry via the suitability doctrine
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would allow for increased regulatory oversight
of subprime lenders that could be exception-
ally effective, given the concentrated nature of
the subprime lending industry.” Regulators
have brought about nontrivial suitability pen-
alties in the securities industry,® and could do
the same in the subprime mortgage industry.

Alternatively, critics of a suitability require-
ment for subprime mortgages sometimes fo-
cus on the threat of the suitability requirement
constraining the subprime mortgage market
too much. Yet arguments about regulation in
this arena causing a credit gap fall flat. Studies
show that many subprime borrowers (some-
where between 10 and 35 percent) could have
qualified for prime loans (Mahoney and Zorn
1996). In addition, the predatory lending that
the suitability requirement seeks to isolate and
eliminate creates undesirable and financially
fatal loan options without which mortgage bor-
rowers would be better off.

THE POSSIBILITIES

One mechanism for protecting home borrow-
ers would be to classify subprime mortgages
as securities, and give them the same anti-
fraud protections that are given to swap agree-
ments. The more likely regulatory apparatus,
however, would be to regulate the fraudulent
actions of subprime mortgage brokers on the
grounds that securitized mortgages are made
“in connection with the purchase and sale of”
mortgage-backed securities. Doing so would
give the SEC as much jurisdiction over sub-
prime mortgage brokers as it has over securi-
ties broker-dealers. As I have previously argued
(Macey et al. 2009, 814):

It seems clear that maneuvering an unsophis-
ticated client into taking on an unsuitable
mortgage on which the borrower is bound to
default unless interest rates stay low and
housing prices stay high is done in connec-
tion with the purchase and sale of a security,
where all parties understand that the pay-

ments being made on the mortgage are an
integral part of a securitization. Thus, even if
a mortgage itself is not a security, where the
mortgage is used as part of a securitization,
that transaction is done in connection with
the purchase or sale of a security and the pro-
tections of Rule 10b-5 should protect the
mortgagee. Similarly, there appears to be lit-
tle distinction between cases in which a
mortgage broker convinces a person to refi-
nance in order to purchase securities (where
10b-5 clearly applies), and cases in which a
mortgage broker convinces a person to refi-
nance so that the mortgage broker himself
can participate in the creation of a new
security.

RECOGNIZING THE PROBLEM

The government’s primary response to the
problem of struggling, unsophisticated home
buyers saddled with expensive subprime mort-
gages was the creation of a new bureaucracy,
the Consumer Financial Protection Bureau, an
organization that has yet to fully address this
problem. The CFPB recognizes that subprime
mortgages contain high rates of interest that
“can rise significantly over time.” But they also
recognize that lenders and brokers are not ob-
ligated to offer consumers the best deal avail-
able in the market for them. Additionally, the
CFPB recognizes that consumers shunted into
high-interest subprime loans may be eligible
for a prime mortgage or the Federal Housing
Administration (FHA) program of loan insur-
ance that can reduce interest payments dra-
matically, but neither of these facts need be
disclosed to subprime borrowers (Consumer
Financial Protection Bureau 2016).

Although the “ability to pay” requirement
of Regulation Z of the Truth in Lending Act of
1968 is a step in the right direction, it does not
go so far as to implicate the full-fledged suit-
ability requirement for which I advocate here.
Regulation Z forbids lenders from making “a

7. Seventy-two percent of the loans made between the boom of subprime mortgages in 2005 and the Financial
Crisis were made by twenty-five leading subprime lenders (Dunbar 2009). Moreover, there were only 213 sub-
prime lenders in 2005 identified by the U.S. Department of Housing and Urban Development (2006).

8. For example, FINRA recently fined Barclays Capital $13.75 million and Royal Bank of Canada (RBC) $1.4 mil-
lion for suitability violations (Financial Industry Regulatory Authority 2015a, 2015b).
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loan that is a covered transaction unless the
creditor makes a reasonable and good faith de-
termination at or before consummation that
the consumer will have a reasonable ability to
repay the loan according to its terms.”®

This inquiry into a prospective mortgage
holder’s ability to pay is necessary, but not
sufficient, for determining the suitability of a
particular mortgage for an individual’s unique
investment situation. For example, when a
candidate is presented with several alternative
mortgage options, he or she may be “able to
pay” at least initially what is required on a
monthly basis for all of them, and thus a sim-
ple ability-to-pay analysis would fail to distin-
guish among these. If one option in particular
is starkly better suited for the candidate’s situ-
ation, however, a suitability analysis would for-
bid a broker to recommend any alternative
that is inferior from the borrower’s point of
view.

ANALYSIS: WHY CHANGE

DOESN’'T HAPPEN

If mortgage financings had qualified for the
protections of rules such as SEC Rule 10b-5,
which forbid the sale of financial instruments
to any person unless investing in those instru-
ments is appropriate (suitable) to the invest-
ment needs and risk tolerance of that investor,
it is likely that the financial crisis of 2008 never
would have occurred.” As I have argued before
(Macey et al. 2009, 804):

The inability of subprime borrowers to pay
the interest on their mortgages, and the fore-
closures that resulted, percolated through fi-
nancial markets via mortgage-backed securi-
ties, collateral debt obligations, and other
esoteric financial contracts. The resulting
“credit crunch” stopped business lending in
its tracks, ended Wall Street’s ability to em-
ploy leverage, and shut down a multi-billion
dollar industry, leaving investment banks
scrambling to find buyers for illiquid, sud-
denly worthless securities.

The mortgage industry of today generates
an entirely different set of incentives than the
historical mortgage industry that status quo
mortgage regulations were intended to tame.
As I previously acknowledged (Macey et al.
2009, 838):

The current legal landscape is informed by
the view that the agents selling the mort-
gages did not securitize them, but instead
kept them as assets on their books until the
principal and interest had been repaid, or un-
til there was default and foreclosure. This, of
course, closely aligned the interests of the
mortgagee and the mortgagor, since, in sharp
contrast with today, in bygone times, the per-
son originating the mortgage was as inter-
ested in making sure that the principal and
interest on that mortgage could be repaid as
the person receiving the financing from the
mortgage transaction. This is no longer the
case, of course, as mortgage originators today
are brokers who do not plan to hold the
mortgage note, but rather to sell it immedi-
ately so that it can be bundled into a security
and sold to investors.

Meaningful reform addressing the underly-
ing cause of the financial crisis has not oc-
curred because lawmakers and bureaucrats
lack the incentives to effectuate change. As I
will discuss further, consumers are not suffi-
ciently resourced and the plaintiff’s bar—the
portion of the legal profession that specializes
in representing consumers and other proto-
typical plaintiffs—is not sufficiently motivated
to advocate for this necessary suitability up-
date to the current regulation structures gov-
erning subprime mortgages. Mortgage lenders
and the banks that structure mortgage-backed
securities, in complete contrast, have both the
resources and incentives to push to retain the
status quo.

Consumers seeking subprime mortgage
loans (and consumers on whom such loans are
foisted) are not sophisticated and are not able

9. Truth in Lending Act (Regulation Z), 12 C.F.R. Part 226, www.law.cornell.edu/cfr/text/12/part-226; accessed

June 8, 2016.

10. References to “the crisis” or the “financial crisis” refer to the global financial crisis of 2008.


www.law.cornell.edu/cfr/text/12/part-226

100 FINANCIAL REFORM

to transform themselves into the sort of well-
organized, well-financed interest group that is
able to lobby successfully for protection. More-
over, sophisticated borrowers are insulated
from problems in the subprime mortgage mar-
ket by their ability to shop for desirable terms
when they are in the market for a mortgage.

Some may look to the plaintiff’s bar as a
powerhouse to provoke reform through litiga-
tion. Unfortunately, however, pursuing indi-
vidual suitability claims is uneconomical for
plaintiffs’ lawyers, and class actions, as dis-
cussed earlier, are not a plausible vehicle for
these highly individualized claims.

It could even be argued that lawmakers are
dis-incentivized to bring about this reform.
The commercial and investment banks and the
mortgage brokers who benefit by gaining ac-
cess to a large pool of high-interest assets are
well organized and capable of resisting reform.
We saw subprime lobbying play a central role
in the lead-up to the financial crisis, with sub-
prime lenders such as Ameriquest “maneu-
ver[ing] to defeat legislation that might have
contained some of the damage” (Simpson
2007). This influence has not disappeared.

Lobbying expenditures for the real estate
sector rank fourteenth among the 121 indus-
tries that the Center for Responsive Politics
monitors. In fact, lobbying in the real estate
industry, including by the Mortgage Bankers
Association, the Federal Home Loan Bank, and
the Association of Mortgage Investors, reached
a ten-year high in 2014: $95,293,540. The Mort-
gage Bankers Association—which argued that
Congress “should resist pressure to enact a
suitability standard which would harm con-
sumers” via decreased access to credit (Mort-
gage Bankers Association 2007)—spent approx-
imately $2.7 million lobbying in 2015. That
same organization has lobbied against bills
such as the Mortgage Choice Act of 2013, and
the Housing Finance Reform and Taxpayer

Protection Act of 2014 (Center for Responsive
Politics 2015a, 2015b).

On the other hand, it appears likely that the
Securities and Exchange Commission (SEC)
would benefit from expanding its regulatory
turf to include home mortgages. However, the
SEC appears to be captured by the very finan-
cial firms—investment banks—that profit
most from the status quo (Macey 2010).

The current incentive landscape, domi-
nated by well-funded interest groups that
drown out subprime borrowers’ needs regard-
less of how hard they try to voice them, is the
reason no suitability requirement has surfaced
for subprime mortgages. Nevertheless, there is
hope for the reform.

Should the SEC affirmatively create a rule
that subjects subprime mortgage lending to a
suitability requirement, it is likely that it would
benefit from Chevron deference, or “the defer-
ence that federal courts give to the interpreta-
tions of statues made by administrative agen-
cies where those interpretations fall within the
agencies’ delegated zone of expertise” (Macey
et al. 2009, 841)." Section 10(b) of the Securities
Exchange Act of 1934 increases the likelihood
of this deference, as it conveys upon the SEC
the ability to create “such rules and regulations
as the Commission may prescribe as necessary
or appropriate in the public interest or for the
protection of investors” in order to prevent
fraud, manipulation and deception in connec-
tion with the sale of securities (Securities and
Exchange Act of 1934 Section 10[b]).2

IT'S TIME

“Residential mortgage-backed securities ten-
dered on the private market jumped to 78 per-
cent of all new offerings last year from 46 per-
cent in 2013 and just 10 percent in 2007”
(Levinson 2015). If subprime mortgage-backed
securities make a comeback in the markets,
mortgage brokers will be incentivized to origi-

11. The term “Chevron deference” refers to a rule of administrative law that requires courts to defer to the inter-
pretations of statutes that previously have been articulated by the government agency charged with enforcing
that statute unless such interpretations are unreasonable. The term “Chevron deference” is derived from the
landmark case that first articulated the principle. See Chevron U.S.A. Inc. v. Natural Resources Defense Council

Inc., 467 U.S. 837 (1984).

12. Securities Exchange Act of 1934, Section 10(b), “15 U.S. Code § 8j(b), Manipulative and Deceptive Devices,”

www.law.cornell.edu/uscode/text/15/78;.
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nate increasing amounts of subprime loans to
serve as raw material for those securities. With-
out regulatory reform discouraging mortgage
brokers from saddling mortgage borrowers
with unsuitable loans, brokers blinded by prof-
its could build a new generation of mortgage-
backed securities on the backs of unsuspecting
Americans, herded into subprime mortgages
sometimes for the sole reason of creating sub-
prime securities.

REFERENCES

Board of Governors of the Federal Reserve System.
2014. “The 2013 Home Mortgage Disclosure Act
Data.” Federal Reserve Bulletin 100(6). Available
at: hwww.federalreserve.gov/pubs/bulletin/2014
/articles/hmda/2013-HMDA-Data.htm; accessed
June 8, 2016.

Center for Responsive Politics. 2015a. “Mortgage
Bankers Assn.” Available at: www.opensecrets
.org/orgs/lobby.php?id=D000000309; accessed
January 18, 2016.

Center for Responsive Politics. 2015b. “Real Estate,
Industry Profile: Summary, 2015.” Available at:
www.opensecrets.org/lobby/indusclient.php
?id=F10&year=2015; accessed January 18, 2016.

Choi, Stephen J., Jill E. Fisch, and A. C. Pritchard.
2010. “Attorneys as Arbitrators.” Journal of Legal
Studies 39(1): 109-57.

Choi, Stephen, and Theodore Eisenberg. 2010. “Pu-
nitive Damages in Securities Arbitration: An Em-
pirical Study.” Cornell Law Faculty Publications,
Paper 391. Available at: http://scholarship.law
.cornell.edu/cgi/viewcontent.cgi?article=1315
&context=facpub; accessed June 8, 2016.

Consumer Financial Protection Bureau. 2016. “What
Is a Subprime Mortgage.” Ask CFPB, Mort-
gages.” Available at: www.consumerfinance.gov
/askcfpb/110/what-is-a-subprime-mortgage
.html; accessed June 8, 2016.

Dunbar, John. 2009. “The Roots of the Financial Cri-
sis: Who Is to Blame?” Center for Public Integ-
rity, May 6. Available at: www.publicintegrity
.org/2009/05/06/5449/roots-financial-crisis
-who-blame; accessed June 6, 2016.

Engel, Kathleen C., and Patricia A. McCoy. 2002. “A
Tale of Three Markets: The Law and Economics
of Predatory Lending.” Texas Law Review 80(6):
1255-1368.

Financial Industry Regulatory Authority. 2015a.
“FINRA Orders RBC to Pay Fine and Restitution

Totaling More Than $1.4 Million for Unsuitable
Sales of Reverse Convertibles.” News release,
April 23. Available at: www.finra.org/newsroom
/2015/finra-orders-rbc-pay-fine-and-restitution
-totaling-more-14-million; accessed June 8,
2016.

——. 2015b. “FINRA Sanctions Barclays Capital Inc.
$13.75 Million for Unsuitable Mutual Fund Trans-
actions and Related Supervisory Failures.” News
release, December 29. Available at: www.finra
.org/newsroom/2015/finra-sanctions-barclays
-capital-inc-1375-million-unsuitable-mutual
-fund-transactions; accessed June 8, 2016.

Levinson, Charles. 2015. “How Wall Street Captured
Washington's Effort to Rein in Banks.” Reuters,
April 9, 2015.

Macey, Jonathan. 2010. “The Distorting Incentives
Facing the U.S. Securities and Exchange Com-
mission.” Harvard Journal of Law and Public Pol-
icy 33(2): 639-70.

Macey, Jonathan, Geoffrey Miller, Maureen O'Hara,
and Gabriel Rosenberg. 2009. “Helping Law
Catch up to Markets: Applying Broker-Dealer
Law to Subprime Mortgages.” Journal of Corpo-
ration Law 34(3): 789-842.

Mahoney, Peter E., and Peter M. Zorn. 1996. “The
Promise of Automated Underwriting,” Mortgage
Market Trends 1996: 18-24. Available at: http://
www.freddiemac.com/finance/smm/nov96
/pdfs/mhnyzorn.pdf; accessed July 11, 2016.

Mortgage Bankers Association. 2007. “Suitability—
Don't Turn Back the Clock on Fair Lending and
Homeownership Gains.” MBA Policy Paper Se-
ries, Paper 2007-1. Available at: www.pdffiller
.com/en/project/50523286.htm?form_id=5734
291; accessed June 8, 2016.

Quercia, Roberto G., and Michael A. Stegman. 1992.
“Residential Mortgage Default, A Review of the
Literature.” Journal of Housing Research 3(2):
341-79.

Shenn, Jody. 2015. “Subprime Bonds Are Back with
a Different Name Seven Years After U.S. Crisis.”
Bloomberg, January 27.

Simpson, Glenn R. 2007. “Lender Lobbying Blitz
Abetted Mortgage Mess.” Wall Street Journal,
December, 31, 2007.

U.S. Department of Housing and Urban Develop-
ment. 2006. “Data Sets: HUD Subprime and
Manufactured Home Lender List.” Available at:
www.huduser.gov/portal /datasets/manu.html;
accessed June 8, 2016.


www.federalreserve.gov/pubs/bulletin/2014/articles/hmda/2013-HMDA-Data.htm
www.federalreserve.gov/pubs/bulletin/2014/articles/hmda/2013-HMDA-Data.htm
www.opensecrets.org/orgs/lobby.php?id=D000000309
www.opensecrets.org/orgs/lobby.php?id=D000000309
www.opensecrets.org/lobby/indusclient.php?id=F10&year=2015
www.opensecrets.org/lobby/indusclient.php?id=F10&year=2015
http://scholarship.law.cornell.edu/cgi/viewcontent.cgi?article=1315&context=facpub
http://scholarship.law.cornell.edu/cgi/viewcontent.cgi?article=1315&context=facpub
http://scholarship.law.cornell.edu/cgi/viewcontent.cgi?article=1315&context=facpub
www.consumerfinance.gov/askcfpb/110/what-is-a-subprime-mortgage.html
www.consumerfinance.gov/askcfpb/110/what-is-a-subprime-mortgage.html
www.consumerfinance.gov/askcfpb/110/what-is-a-subprime-mortgage.html
www.publicintegrity.org/2009/05/06/5449/roots-financial-crisis-who-blame
www.publicintegrity.org/2009/05/06/5449/roots-financial-crisis-who-blame
www.publicintegrity.org/2009/05/06/5449/roots-financial-crisis-who-blame
www.finra.org/newsroom/2015/finra-orders-rbc-pay-fine-and-restitution-totaling-more-14-million
www.finra.org/newsroom/2015/finra-orders-rbc-pay-fine-and-restitution-totaling-more-14-million
www.finra.org/newsroom/2015/finra-orders-rbc-pay-fine-and-restitution-totaling-more-14-million
www.finra.org/newsroom/2015/finra-sanctions-barclays-capital-inc-1375-million-unsuitable-mutual-fund-transactions
www.finra.org/newsroom/2015/finra-sanctions-barclays-capital-inc-1375-million-unsuitable-mutual-fund-transactions
www.finra.org/newsroom/2015/finra-sanctions-barclays-capital-inc-1375-million-unsuitable-mutual-fund-transactions
www.finra.org/newsroom/2015/finra-sanctions-barclays-capital-inc-1375-million-unsuitable-mutual-fund-transactions
http://www.freddiemac.com/finance/smm/nov96/pdfs/mhnyzorn.pdf
http://www.freddiemac.com/finance/smm/nov96/pdfs/mhnyzorn.pdf
http://www.freddiemac.com/finance/smm/nov96/pdfs/mhnyzorn.pdf
www.pdffiller.com/en/project/50523286.htm?form_id=5734291
www.pdffiller.com/en/project/50523286.htm?form_id=5734291
www.pdffiller.com/en/project/50523286.htm?form_id=5734291
www.huduser.gov/portal/datasets/manu.html




PART IV

Market Structure



Strategic Agent-Based

O

Modeling of Financial Markets

MICHAEL P. WELLMAN AND ELAINE WAH

Understanding the implications of algorithmic trading calls for modeling financial markets at a level of fidel-
ity that often precludes analytic solution. We describe how agent-based simulation modeling can be com-
bined with game-theoretic reasoning to examine the effects of market variables on outcomes of interest. The
approach is illustrated in a basic model where investors trade a single security through a continuous double
auction mechanism. Our results demonstrate the feasibility of the approach, and raise questions about the
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Program trading has been a reality for many
years now, and the pervasiveness, speed, and
autonomy of trading algorithms continue to
reach new heights. Algorithmic strategies de-
signed to respond to information within a few
milliseconds or less are now widely deployed.
The blink of a human eye, normally lasting
over 0.3 seconds, may span hundreds of rounds
of high-frequency trading (HFT). Although pre-
cise definitions or prevalence measurements
of HFT are hard to come by, typical estimates
agree that HFT accounts for over half of trad-
ing volume on U.S. equities and futures mar-
kets, and is increasingly common on currency
exchange and fixed-income markets (Cardella
et al. 2014).

With the ascent of algorithmic trading and
HFT has come no small amount of public con-
troversy, for example, about whether this prac-
tice contributed to the “flash crash” of May 6,
2010. Despite an abundance of available mar-
ket data, understanding this episode is chal-

lenging because of the multiplicity of actors
and complexity of interactions. This is re-
flected in necessarily complicated and nu-
anced characterizations of the role of HFT, as
in the conclusion by Andrei A. Kirilenko et al.
(2014) that HFT was not the proximate cause,
yet HFT presence shaped the environmental
conditions for the crash and accelerated price
movements in response to the triggering
event.

One way that prevalent algorithmic trading
can shape the trading environment is through
strategies that quickly withdraw liquidity when
observations indicate a situation outside the
normal operating conditions. This response is
quite rational, given that underlying algo-
rithms were derived and vetted on the basis of
data from historical experience. When evi-
dence presents that the current situation devi-
ates qualitatively from historical conditions,
the safe move is to turn off the algorithm. Of
course, this is precisely the situation when the
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market is most in need of liquidity, so if such
algorithms control the main liquidity sources
this poses a clear stability risk.

Because the markets recovered minutes af-
ter they plunged, the May 2010 flash crash
caused no general economic damage beyond
harm to specific investors and traders caught
in the wave—save perhaps the intangible ero-
sion of confidence in the markets. The quick
recovery is as mysterious as the precipitous
drop, and there is no assurance that we will
fare as well in the next flash-crash event. This
next event is seemingly inevitable, as mecha-
nisms in place to act as circuit breakers have
limited ability to prevent or ameliorate them
(Subrahmanyam 2013), and no other measures
have qualitatively changed the general condi-
tions of our financial markets. Subsequent
smaller flash crashes in other financial assets
(U.S. Treasury bonds in October 2014, U.S. dol-
lars in March 2015) remind us that the prospect
looms, and with it potential contagion across
exchanges and asset classes, possibly trigger-
ing generalized panic impinging on the real
economy.

The spotlight on HFT grew particularly in-
tense in 2014 with the publication of Flash
Boys, an engaging account by Michael Lewis
(2014) of strategies employed by HFT firms to
obtain and exploit speed advantages. Billions
of dollars have been invested in new fiber-
optic, microwave, and even laser-based com-
munication networks, in the effort to shave
milliseconds or microseconds off the informa-
tion latency: the time it takes to transmit in-
formation across exchanges. To compete in
this latency arms race firms spend additional
billions on specialized hardware, co-location
with exchanges, and development of stream-
lined software—possibly omitting error checks
and other safety-enhancing features in the
quest for ultimate speed.

Much of the debate about HFT revolves
around the ramifications for real and perceived
transparency and fairness of market opera-
tions; see, for example, criticisms by Haim
Bodek (2013) about the proliferation of special
order types catering to HFT strategies. This
specific issue drew the attention of regulators
at the U.S. Securities and Exchange Commis-
sion, who in January 2015 fined the exchange

operator Direct Edge $14M for insufficient
transparency about the availability and opera-
tion of special order types (Beeson 2015).

Some observers conclude that the state of
U.S. equity trading markets is fundamentally
broken (Arnuk and Saluzzi 2012) and call for
sweeping reform. Others suggest that the ap-
parent downsides of HFT are tolerable relative
to the claimed beneficial effects of modern
electronic trading. Some of the disconnects in
this debate can be attributed to confounding
qualitatively distinct forms of HFT, conflicting
assumptions about market organization, or in-
formation hiding and obfuscation to protect
proprietary interests.

Such issues can be addressed by careful re-
search conducted in the public domain. Much
of the finance literature on high-frequency
trading (HFT) takes an empirical approach,
and has come to mixed conclusions on the ef-
fects of HFT on overall market quality. For ex-
ample, in a survey discussing the strategies,
benefits, and costs of HFT, Charles M. Jones
(2013) points to the positive role of HFT firms
in market making and providing liquidity
(Hendershott, Jones, and Menkveld 2011). The
liquidity provided by algorithmic market mak-
ers, however, may be more erratic at high fre-
quencies, and may be accompanied by in-
creased adverse selection (Menkveld 2014). The
effects of algorithmic trading operate along
multiple pathways, with conflicting implica-
tions for market performance. As a result,
most detached and deliberate commentators
agree that uncertainty and concern about the
ramifications of HFT, both potential and real-
ized, are justified.

These uncertainties are difficult to resolve,
in part because the factors at play in modern
high-frequency trading are unprecedented.
The most important new features in our view
are the two following factors:

1. The very speed of operation renders details
of internal market operations—especially
the structure of communication channels
and information—systematically relevant
to market performance. In particular, the
latencies (time lags) between market events
(transactions, price updates, order submis-
sions) and the point in time when various
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actors find out about these events become
pivotal, and even the smallest differen-
tial latency can significantly affect trading
outcomes.

2. The autonomy and adaptivity of algorithmic
trading strategies takes them out of the
scope of direct human control, and makes
it challenging to understand how they will
perform in unanticipated circumstances.
The challenges are exacerbated by the in-
creasing use of sophisticated machine
learning techniques to derive trading strat-
egies, and the fundamental multi-agent na-
ture of the execution environment.

These two factors are closely interrelated, as
autonomy is necessary for operation at super-
human speed. Some issues, such as interac-
tions among adaptive and data-driven strate-
gies, apply to algorithmic trading even when it
is not conducted at high frequency (Easley,
Lopez de Prado, and O’Hara 2012).

In this article we outline a computational
approach to analysis of financial markets that
offers the fidelity needed to capture complex
algorithmic trading environments yet is ame-
nable to strategic reasoning based on game-
theoretic principles. Following background on
simulation modeling of financial markets, we
present a simple yet realistic model environ-
ment and illustrate the approach for game-
theoretic selection of trading strategies and
reasoning about the effects of market condi-
tions through equilibrium comparisons. Our
results provide evidence for several proposi-
tions relevant to market performance and how
it is assessed. Key findings include:

+ Modeling trader patience in terms of the
time horizon they are willing to monitor
and reenter markets, we find robustly that
patient traders are able to achieve greater
gains from trade, up to essentially full effi-
ciency with sufficient horizon.

« All else equal, more frequent market reen-
try and reduced fundamental volatility in-
crease welfare.

+ The common use of quoted or effective
spreads as a proxy for welfare is not a reli-
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able guide for comparing market perfor-
mance.

SIMULATION MODELING OF

FINANCIAL MARKETS

Most of the finance community’s prior re-
search on HFT takes an empirical approach,
employing available order, quote, and transac-
tion data streams to measure market activity
and relate relevant variables. This has often
yielded great insight and represents an essen-
tial form of inquiry. Analysis of available data
is ultimately limited, however, with respect to
counterfactual questions, such as the response
of financial markets to rarely occurring shocks
or the effects of alternative market rules and
regulations. Answering such questions inher-
ently requires models that incorporate causal
premises, specifically, assumptions as to how
trading behavior is shaped by environmental
conditions.

Theoretical models can support such infer-
ence, and these also represent an important
resource from the finance research literature.
Trading in markets can be formulated as a
game, and game-theoretic equilibrium con-
cepts can be employed to characterize behavior
in markets by rational agents. However, model-
ing algorithmic trading entails accommodat-
ing complex information and fine-grained dy-
namics, which often renders game-theoretic
reasoning analytically intractable.

An alternative, computational, approach is
to model financial markets in simulation. Sim-
ulation can faithfully capture complex market
microstructure and trading interactions at ar-
bitrarily fine degrees of temporal granularity.
Algorithmic and other traders are cast as
agents, with various objectives and informa-
tion sources, and available actions as dictated
by market rules. This approach, generally
known as agent-based modeling (ABM), ana-
lyzes a complex social system through simula-
tion of fine-grained interactions among the
constituent decisionmakers (the agents), de-
scribed and implemented as (usually simple)
computer programs. ABM researchers in the
social sciences typically justify adopting the
agent-based approach on the basis of tractabil-
ity, or avoiding restrictive assumptions about
rationality or other characteristics (Tesfatsion
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2006). Richard Bookstaber (2012) invokes these
arguments and others in expressly advocating
the development of agent-based models for in-
vestigating threats to financial stability.

ABM applications to financial trading date
back to the 1990s, notable early models includ-
ing those by Moshe Levy, Haim Levy, and Sorin
Solomon (1994) and the Santa Fe Artificial
Stock Market (Arthur et al. 1997). Agent-based
financial models facilitate consideration of
heterogeneous agent types (Boswijk et al.
2007), and multiple forms of learning (LeBaron
2011). Researchers have employed ABMs to
shed light on central issues in today’s financial
markets, such as the impact of a transaction
tax (Fricke and Lux 2015), and conditions that
can produce instabilities reminiscent of the
2010 flash crash (Lee, Cheng, and Koh 2011;
Paddrik et al. 2012).

In our own previous work we have used
agent-based simulation of financial markets to
model a variety of trading scenarios. We focus
on the impact of algorithmic trading on alloc-
ative efficiency (social welfare), which is a mea-
sure of how well markets distribute resources
(in this context, financial securities) to market
participants. Greater efficiency means im-
provements (in aggregate) in investors’ gains
from trading.

In one study, we investigated the effect of
latency arbitrage, an HFT strategy that exploits
speed advantages in identifying price dispari-
ties across fragmented markets (Wah and Well-
man 2013). We found that latency arbitrage
harms market efficiency, not even counting the
costs of the latency arms race. We proposed
that this arms race can be eliminated by replac-
ing continuous-time trading with frequent-call
markets, a mechanism whereby orders accu-
mulate and are matched periodically, for ex-
ample, once per second. Frequent-call markets
neutralize tiny speed advantages (Budish,
Cramton, and Shim 2015) and can improve
market efficiency in many circumstances.

One of our recent studies examines the wel-
fare effects of market making, finding that
market makers generally improve efficiency,
but provide benefits to investors only when the
investors are sufficiently impatient (Wah and
Wellman 2015). The model we present here fol-
lows the configuration of this study and re-
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ports an extended analysis of trading strategies
(without the market makers) explored there.

SECURITY TRADING MODEL

Our analysis focuses on a single security traded
in a two-sided market. Though the model is
simple, it captures key characteristics of real-
world market mechanisms and trading behav-
ior. Here we present a basic description of mar-
ket operation, and the objectives and strategies
of traders. The appendix provides a more de-
tailed mathematical description.

The market operates over a finite time ho-
rizon, which we call 7. Agents enter and reenter
the market at random intervals to trade. On
each arrival these traders submit a limit order
to the market (replacing their previous order,
if any), indicating the price at which they are
willing to buy or sell a single unit of the secu-
rity.

The market mechanism is a continuous
double auction (CDA) (Friedman 1993), which
means that a new buy or sell order transacts
immediately whenever it matches an existing
order in the market. The trade executes at the
price of the incumbent order. If an order does
not match, it is added to the CDA’s order book.
The CDA maintains price quotes reflecting the
best outstanding orders. These quotes com-
prise two parts: a bid quote BID reflects the
highest current buy offer, and ask quote ASK
the lowest current offer to sell.

The market environment is populated by a
set of traders, representing investors. Each in-
vestor has an individual valuation for the secu-
rity made up of private and common compo-
nents. The common component is represented
by a fundamental value, which can be viewed
as the intrinsic value of the security. This fun-
damental value varies over time according to a
stochastic process.

The private component of value is a specific
agent’s reason for trading. For example, an
agent may have positive value for a security
that complements its portfolio (for example, it
hedges other risk), and negative value for un-
diversified risk. Similarly, the need for savings
or liquidity is reflected in the private value.

The common and private components are
effectively added together to determine the
agent’s valuation of the security. Agents accrue
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private value on each transaction, and at the
end of the trading horizon evaluate their ac-
cumulated inventory on the basis of the end-
time fundamental.

Given a market mechanism and valuation
model, investors pursue their trading objec-
tives by executing a trading strategy in that en-
vironment. As noted, we assume that traders
arrive stochastically at the market over a time
horizon, and at each arrival have the opportu-
nity to submit a limit order to buy or sell a
single unit of the security. The strategy defines
how this order is generated, on the basis of
price quotes and current holdings.

Though the CDA market mechanism and
environment as described here are relatively
simple, the associated bidding game is quite
complex, owing to the incompleteness of in-
formation (private valuations) and the dynam-
ics of arrivals and repeated trading. No analytic
solution—nor any constructive theoretical
characterization—is known for this or similar
CDA games, and so the literature has generally
relied on simulation studies. Many previous
works have explored CDA bidding strategies
(Das et al. 2001; Friedman 1993; Wellman 2011),
so there is a body of ideas to work with. Many
of the proposed solutions are variations of the
so-called zero intelligence (ZI) family of bid-
ding strategies (Gode and Sunder 1993), and
that is the class of approaches we consider
here.

In the ZI bidding strategy, agents determine
an amount of surplus to ask for, and submit a
corresponding limit order. The strategy param-
eters R, and R (0<R_ . <R ) govern the
range of surplus requests. Our extended ver-
sion of ZI employs a third parameter, ne[0,1],
which is a threshold determining whether to
just take the currently available surplus based
on the price quotes. The details of our strategy
implementation are provided in the appendix.

Although ZI is quite simplistic as a trading
strategy, it does reflect cognizance of com-
mon and private value components, and
through setting of the strategic parameters
(Ruins Rimaw 1) it accommodates a spectrum of
surplus-demanding behavior. The most effec-
tive settings of these parameters vary depend-
ing on the environment (such as number of
other traders, valuation distributions, time ho-
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rizon, arrival rate) and the strategies employed
by other traders. Any conclusions for market
performance, therefore, are sensitive to choice
of these ZI parameters. We have developed a
game-theoretic process for choosing strategic
parameters in simulation models, described in
detail in the next section.

EMPIRICAL GAME-THEORETIC
ANALYSIS

A financial market simulation model provides
a way for an experimenter to directly answer
questions of the form “What happens when
the trading strategies <fill in strategy set> inter-
act in environment <fill in environment specifi-
cation>?” Choice of environment specification
is driven by the target subject of study, and may
be informed by existing models and data. The
choice of strategies, however, is up to the mar-
ket participants, and since strategies are not
generally observable in market data, the exper-
imenter must consider how traders would be
likely to act in a given market situation. The
conventional economic assumption is that
traders rationally pursue their objectives, and
the standard economic approach to strategy
choice relies on reasoning based on rationality
criteria.

The empirical game-theoretic analysis
(EGTA) approach incorporates such reasoning
in a simulation-based framework. Figure 1 il-
lustrates how EGTA generates a game model
from financial-market simulations. First, we
configure the financial-market simulator on
the basis of the market mechanisms (number
of markets, continuous versus periodic clear-
ing, quoting policies), environmental condi-
tions (numbers and types of traders, commu-
nication latencies), and agent valuations
(fundamental process and private component
distributions) we wish to study. These configu-
rations may have both structural and paramet-
ric elements. For example, we used this simu-
lator to investigate latency arbitrage, an HFT
tactic that exploits speed advantage to profit
in fragmented markets. Our study of latency
arbitrage (Wah and Wellman, 2013) was based
on a two-market model, with individual-market
and global public price quotes (the national
best bid and offer, or NBBO) available to regu-
lar and high-frequency traders at differential
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Figure 1. Empirical Game-Theoretic Analysis

Strategy Profile
Financial Outcome Game
2 —> market —> DB —> model
simulator (profits,
surplus)

x

Source: Authors’ compilation.
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Note: Simulating a large number of strategy profiles produces data used to induce a game-theoretic

model.

latency. Given this structure, we then varied
the latency parameter to evaluate its effect on
market outcomes. That study also compared
to single-market models, employing CDA or
call-market clearing mechanisms.

The simulator configuration includes a
specification of the numbers of players in var-
ious roles. Each role is associated with a set of
available strategies. Within each role, players
are treated as ex ante symmetric. (This is with-
out loss of generality, as we can always associ-
ate a unique role with each player.) In our study
of market making, for example, there were two
roles: background investor and market maker.
In the current study, we consider only the in-
vestor role. The strategy set is the family of ZI
bidders defined earlier.

Once configured, we can feed into the mar-
ket simulator a strategy profile, defined as an
assignment of strategies to each player. In our
case, assigning a strategy means assigning the
ZI parameters (R, R,.., 1) for each trader.
Each simulation run produces an outcome (set
of trades), which in turn defines a net surplus
for each trader (value of final holdings minus
cash flow). This can be interpreted as the
agent’s payoff for that run of the market game.
In general, given the stochastic nature of the
market simulation (random draws of valua-
tions, fundamental time series, agent arrival
patterns), we require many runs to yield accu-
rate estimates of payoffs for any given strategy
profile.

To perform EGTA of a particular scenario,
we evaluate a large number of strategy profiles

in this manner, collecting the estimated pay-
offs in an outcome database. From this data
we then induce a game model. This game
model may generalize to nonsimulated profiles
through regression (Vorobeychik, Wellman,
and Singh 2007); however, in many cases (such
as this study) we generate an incomplete game
model that includes payoff estimates only for
simulated profiles.

Given a game model, we can perform any of
the usual game-theoretic analysis operations,
for example, computing Nash equilibrium
(NE). In our study, we focus on identifying sym-
metric mixed-strategy NE. Given a set of evalu-
ated profiles, our algorithm starts by finding
the maximal complete subgames (henceforth
referred to as subgames): sets of strategies
such that all profiles are evaluated. For each
subgame, we compute subgame equilibria by
the replicator dynamics algorithm (Gintis
2000), which starts from a particular probabil-
ity distribution over strategies, then increases
the probability of those strategies that perform
better than average. We run this replicator dy-
namics method initialized at a diverse set of
points in the simplex, then test whether these
subgame equilibria are equilibria in the full
game by evaluating all deviations outside the
subgame.

In principle, the EGTA approach could ap-
ply to a game of any size. In practice, we are
limited by the computation available for simu-
lation, which is proportional to the number of
profiles evaluated. Financial markets often in-
volve a large number of traders, and there is a
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large space of possible strategies. Even if we
restrict attention to ZI strategies, there is a
three-dimensional parametric space of strat-
egy settings. Let N denote the number of trad-
ers, and S the number of strategies. In this
study, we investigate markets with N =25 and
N =66, and consider S =9 distinct settings for
the ZI strategy. A symmetric game has

)

distinct strategy profiles (that is, the number
of different ways of drawing N items from
N - S +1 candidates), and so even games of this
modest size cannot be explored exhaustively.
For example, with N = 25 and S = 9, the number
of profiles is 13.9 million.

To enable analysis of games at this scale, we
employ an approximation technique called
deviation-preserving reduction (DPR) (Wieden-
beck and Wellman 2012). DPR approximates an
N-player game by a smaller k-player game with
the same strategy set. The method estimates
payoffs in the reduced game based on a map-
ping from select profiles in the full game. For
example, with N =25 and k =5, the payoff to
the player playing strategy a in the reduced-
game profile (a, b, ¢, d, d) would be obtained
by simulating a 25-player profile where one
agent plays a and the other 24 are divided
across the remaining strategies as follows: 6
each play b and ¢, and 12 play d. This reduction
is termed “deviation-preserving” because it ac-
curately reflects the first player’s relative pay-
offs for playing alternative strategies in this
context. It is still an approximation, however,
because the other players are treated as aggre-
gates. This technique has been shown to pro-
duce good approximations for purposes of
equilibrium identification in a variety of large
games. In this study, we employ 5-player reduc-
tions for the N =25 cases, and 6-player reduc-
tions for N = 66.

EXPERIMENTAL SETUP

The experiments reported here elaborate the
analysis of trading environments investigated
in our prior work (Wah and Wellman 2015), fo-
cusing on the games with no market maker
present. Traders follow the ZI strategy de-

scribed, with settings (R, R..., 1) selected
from the following set of thirteen triples:

{(0,65,0.8), (0,125,0.8), (0,125,1), (0,250,0.8),
(0,250,1), (0,500,1), (250,500,1), (0,1000,0.8),
(0,1000,1), (500,1000,0.4), (0,1500,0.6),
(1000,2000,0.4), (0,2500,1) }

This set was determined in a fairly ad hoc
manner. We seeded it with all of the n = 1 strat-
egies above, then extended it to include some
n =1 cases based on finding improvements
from initial equilibrium candidates. We also
tried some strategies with R, ;, €{2500,5000} and
R, €{10000,15000}, but these never appeared in
equilibrium so were discarded.

We consider three instances of the market
environment, labeled A, B, and C. All three as-
sign traders a private valuation generated with
variance parameter o3, =5 x 10° and ¢,,,, = 10.
(See the appendix for definitions of these and
other parameters.) The global fundamental
has a mean value 7 =100000 and evolves with
mean reversion k = 0.05. The environment dif-
ferences are focused on two parameters:

« Agent reentry rate: A = 0.0005 (environment
A) or 1 =0.005 (environments B and C)

« Fundamental shock variance: %= 10° (envi-
ronments A and B) or ¢2=5 x 10° (environ-
ment C)

For each environment, we consider three dif-
ferent time horizons T (in 1,000s) and two set-
tings for number of traders N. For N = 25 we
considered an additional horizon T = 24. Thus
we explored a total of 21 games using the EGTA
approach. We label each game according to the
environment (A, B, C) and time horizon T,
where Te{l, 4, 12, 24}; for example, B12 is envi-
ronment B with time horizon 12.

RESULTS

To analyze a particular game configuration we
perform a systematic search, evaluating strat-
egy profiles through simulation with the goal
of identifying equilibria. Our search process
starts by considering each ZI strategy in self-
play—the nine pure symmetric profiles where
every agent plays the given strategy. We then
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Figure 2. Median R,,, (the Midpoint of the ZI Range [R,,;,, R,..,]) Value for Equilibria in the Three

Environments A, B, and C, for N = 66 and N = 25
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mum and maximum R, ,, values for equilibria in a market configuration.

iteratively generate additional profiles to simu-
late according to the following criteria:

« For any subgame equilibrium that is not re-
futed in the full game, evaluate all devia-
tions outside the subgame.

- Extend a refuted subgame equilibrium by
adding the best response strategy to the set
of strategies in that equilibrium profile’s
support.

Note that deviations and subgame profiles are
selected on the basis of the reduced 5- or
6-player games defined by our DPR approxima-
tion. The payoffs for these reduced games are
estimated based on simulation results from
corresponding full-game profiles.

For each of the 21 games analyzed, this
process succeeded in identifying at least one
and up to three distinct symmetric equilibria.
This typically required evaluating 1,000 or
2,000 full-game profiles, with an actual range
of 553 to 4,167. Each profile evaluated was sim-
ulated at least 20,000 times. Overall, the com-
putation deployed for this study occupied doz-
ens of cores on a large-scale computing cluster
for much of the time over a period of several
months.

A summary of the equilibria across environ-

ments is presented in figure 2. For each market
size (25, 66) and each environment (A, B, C) we
plot a series of points corresponding to the five
time horizons T considered. Each point sum-
marizes the equilibrium ZI parameters using
the average of surplus-request midpoints,
Ria = (Rin T Ria)/2, with the average weighted
by probability in the equilibrium profile. For
games with multiple equilibria, we display the
range of R, values using error bars.

The R, statistic for a profile represents the
average surplus requested in a trader limit or-
der, but only approximately, as it ignores the
effect of the quote threshold parameter 7. Fig-
ure 2 suggests some general trends in this sta-
tistic, but we are reluctant to draw strong con-
clusions, given the roughness of this measure
and the inconsistency in the observed trends.
Nevertheless, we do generally see that the thin-
ner markets (N =25) have higher surplus re-
quests, and that there is some tendency for
these requests to decrease with time horizon,
particularly for environment A.

Perhaps the most salient outcome variable
is market efficiency, which we measure by to-
tal surplus. For each equilibrium we evaluated
total surplus from 10,000 sample runs over
the full-game mixed profile. Figure 3 displays
the market efficiency exhibited in equilibrium
across our 21 games. For this variable, the re-
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Figure 3. Comparison of Welfare (Total Surplus) Across Thirty Game Environments

50

45

40

35

30

25

20

Surplus (Thousands)

15

10

Al A4

A12 A24 B1 B4

B12 B24 C1 C4 C12 C24

Game Environment

Source: Authors’ simulation results.

Note: The top dotted line is the optimal social welfare available with sixty-six traders (44,155); the bot-
tom dotted line is the optimal welfare available with twenty-five traders (16,306). Error bars indicate
the minimum and maximum values for equilibria in a game.

lationships are quite apparent. Welfare gener-
ally increases with time horizon. The reason
is that with longer horizons, traders have
more reentries and thus greater opportunity
to find mutually beneficial trades. With
enough time, the ZI traders are able to achieve
a high fraction of full efficiency in equilib-
rium.

It is also apparent from figure 3 that envi-
ronments with more frequent trader entries (B
and C compared to A) have higher surplus, for
any given horizon. This holds for the same rea-
son that extending horizon improves effi-
ciency. Closer inspection of the figure reveals
that when holding arrival rate and horizon
fixed, for N = 66, reducing fundamental volatil-
ity (moving from environment B to C) increases
efficiency to a small but consistent degree. It
seems that with thick markets, high variance
on the fundamental often leads to extramar-
ginal trades, which then require additional en-
tries to correct.

Inspection of the number of trades pro-
duced in equilibrium (figure 4) is also illumi-
nating. A few equilibrium instances generate
high efficiency but produce more trades than

optimal, indicating that these runs involve
agents who make trades and reverse them on
subsequent entries.

SPREADS AND MARKET EFFICIENCY

The final question we examine with data from
our EGTA study concerns the reliability of
spreads as a proxy for market efficiency or
welfare. True transaction cost, or the differ-
ence between the price of execution and the
true value of the security, is a measure of the
net change in welfare of market participants.
When welfare is not directly observable, as is
generally the case for real-world data, proxy
measures for transaction costs can be em-
ployed to estimate changes in welfare (Goet-
tler et al. 2005). Estimation of the cost of trad-
ing relies on the intuition that in the absence
of execution costs, transactions would occur
at the underlying value of the security. As
such, the difference between trade price and
any proxy for the value of the security gives an
estimate of the cost of execution (Bessem-
binder and Venkataraman 2010). There are
multiple ways to estimate these execution
costs. The simplest of these is the quoted
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Figure 4. Average Number of Trades Generated in Equilibrium, Across Twenty-One Game

Environments
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Source: Authors’ simulation results.

Note: The dotted lines represent the average number of trades required for socially optimal allocations,
with N = 66 (115 trades, top dotted line) and N = 25 (43, bottom dotted line). Error bars indicate the
minimum and maximum values for equilibria in a game.

spread, which is defined at a particular time
point as the difference between the BID and
ASK quotes. We summarize quoted spread for
a scenario run as the median spread over all
time points. Figure 5 presents statistics on
quoted spreads for equilibrium trading in our
21 game configurations. As one would expect,
spreads are always greater in thinner markets,
all else equal. We also tend to find smaller
spreads in the scenarios exhibiting greatest
surplus (compare figure 3), although this cor-
respondence is rough and inconsistent at
best.

If quotes vary significantly over time, aggre-
gating quoted spreads over all time points may
not accurately reflect trading costs. An alterna-
tive is the effective spread, which focuses on
spreads in effect at the time of actual trades
(Bessembinder 2003; Madhavan et al. 2002).!

Specifically, our aggregate measure of effective
spread takes the mean BID-ASK difference over
all times when a trade occurs. These effective
spread values for the equilibria found in each
environment are shown in figure 6.

We see that effective spreads are sometimes
substantially lower than the quoted spreads
and never vice versa (figure 5), reflecting the
fact that a new limit order is more likely to
match at times when the spread is tight. Nev-
ertheless, quoted and effective spreads are
highly correlated, suggesting that quoted
spreads can serve as a predictor for effective
spreads. As for quoted spreads, tighter effec-
tive spreads often correspond to increased wel-
fare in the corresponding environment, but
this is not consistently the case.

Such inconsistency may not be surprising,
given that other factors also vary systematically

1. Another spread metric is the realized spread, which samples the spread n periods after a trade, as a proxy for
the post-trade value of the security, to capture the price impact of the trade or to capture how the market has
incorporated the private information conveyed by the trade (Bessembinder and Venkataraman 2010). It is unclear,
however, what time period n is appropriate in our market model. Exploratory measurements revealed that in our
environments, realized spreads differ widely depending on the value of n selected; hence, we omit realized

spreads from further discussion.
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Figure 5. Quoted Spread (Measured as the Median BID-ASK Difference over the Duration of the
Simulation) for Twenty-One Game Environments

1,400 —
BN =66
1,200 —
1,000 —

800 —

600 —|

Median Spread

400 —

200

0

Al A4

A12 A24 B1 B4 B12 B24 C1 C4

Game Environment

C12 C24

Source: Authors’ simulation results.
Note: Error bars indicate the minimum and maximum values for equilibria in a game.

Figure 6. Effective Spread (Measured as the Mean BID-ASK Difference over the Transaction Time

Points) for Twenty-One Game Environments
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Note: Error bars indicate the minimum and maximum values for equilibria in a game.

across game instances. We tested the corre-
spondence of spreads and welfare within
games by examining cases of multiple equilib-
ria. Six of our games have multiple equilibria,
and in only two (that is, one-third) does the
ordering of quoted spread accord with the or-

dering of welfare. For effective spread, the cor-
respondence also holds in only two of six
cases.

To further examine the efficacy of spread
measures as a proxy for welfare, we simulate
10,000 samples of five pure-strategy profiles for
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Figure 7. Overall Surplus in Five Pure-Strategy
Profiles for N = 66 and N = 25 in Game B12
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N =66 and N =25 under fixed market configu-
ration (game B12). The strategies of these pro-
files all belong to the ZI family, with the follow-
ing ranges (1 = 1 unless otherwise stated):

« B12a: ZI[0, 125] with = 0.8

B12b: ZI[0, 250]

B12c: ZI[0, 1000]

B12d: ZI[0, 2500].

B12e: ZI[500, 1000] with n = 0.4

.
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In each of these profiles, all N traders play the
specified strategy. The surplus of each profile
is shown in figure 7, and the corresponding
spread measures are in figure 8. We measure
quoted spread as a time series across the dura-
tion of the simulation and report the median
spread, and we report effective spread as the
mean over all transactions.

We find that for both populations, the sur-
plus is the lowest for profile B12e and is rela-
tively constant for profiles B12a to Bi2c. Both
spread measures, in contrast, widen over the
a-to-e range, which properly reflect the in-
crease in welfare from c to e, but fail to accu-
rately mirror the flat welfare rankings in pro-
files B12a to B12c. This is particularly true for
quoted spread. Effective spread comes closer
to matching the flat area overall surplus for
N =66, but its correspondence breaks down in
the thinner market with 25 traders, for example
in the increased spread from B12b to Bil2c.

As true value of the security is unobservable
in real data, proxies such as quoted and effec-
tive spread may often be the best available pre-
dictors of transaction costs. However, accu-
rately computing effective spreads from real
data is often difficult, as it is not always readily
apparent from historical trade prices and
quotes which price quote corresponds to a
given transaction, especially when order-level
data are not available. In addition, effective
spread measures can be particularly sensitive

Figure 8. Quoted Spread and Effective Spread in Five Pure-Strategy Profiles for N = 66 and N = 25 in

Game B12
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in electronic markets, with frequent quote up-
dates and more active trading (Piwowar and
Wei 2006).

A more fundamental problem with effective
spread, however, is that it was developed for
intermediated markets, where prices are set by
a middleman, such as a dealer. In a pure limit-
order market, prices are determined by arriv-
ing traders and thus are not necessarily equal
to the expected value of the security. Ronald L.
Goettler, Christine A. Parlour, and Uday Rajan
(2005) demonstrate that the midpoint of the
BID-ASK spread is not a good proxy for a secu-
rity’s true underlying value. Given that it em-
phasizes the surplus of the trade-initiating or-
der submitter and omits the surplus of the
incumbent order submitter, effective spread is
not a generally representative estimate of wel-
fare.

CONCLUSIONS

We have presented an approach to strategic
reasoning, using agent-based simulation mod-
els, for application to understanding trading
behavior in financial markets. Contrary to
views often expressed by advocates (and re-
spectively, critics) of agent-based modeling and
game-theoretic analysis, the two methods are
actually quite complementary, together sup-
porting principled strategic analysis of com-
plex dynamic scenarios. We illustrated the ap-
proach by deriving and analyzing equilibrium
trading strategies for a variety of continuous
double auction scenarios, differing in number
of traders, trading horizon, arrival rate, and
fundamental volatility.

Our study confirms several expected rela-
tionships among market outcomes, and par-
ticularly underscores the importance of trader
reentry in achieving efficient outcomes in con-
tinuous double auctions. Data from simula-
tions were also instrumental in demonstrating
the limitations of relying on proxies such as
price quotes for statistics of central interest,
such as welfare.

The unobservability of key elements (strate-
gies, welfare) in empirical data provides a
strong impetus behind the simulation ap-
proach to modeling financial markets. Our
simulation studies of latency arbitrage and
market making have shed light on the costs

and benefits of such strategies, in terms of
their effects on the welfare of investors. These
works highlight the importance of distinguish-
ing among different roles of algorithmic trad-
ing, separating the deleterious practices (la-
tency arbitrage) from those that improve
market performance (liquidity provision to im-
patient investors). This argues against broad-
brush regulatory policies that raise the costs
of algorithmic trading across the board, in fa-
vor of more targeted interventions that deter
the harmful forms of algorithmic trading with-
out unduly burdening beneficial practices.

Our ongoing research is applying the ap-
proach illustrated here to further key questions
in the behavior of financial markets, for exam-
ple: comparing continuous and periodic trad-
ing rules, effects of competition among market
makers, and adoption of alternative market
mechanisms (Wah, Hurd, and Wellman 2015).
Models combining rich simulation with game-
theoretic reasoning can play a constructive role
in evaluating alternative market mechanisms
and enhancing our understanding of the ef-
fects of algorithmic trading in a wide range of
scenarios.

APPENDIX

Mathematical Model Formulation

In the Appendix we provide further technical
details of our models of the market environ-
ment and agent trading strategies.

Market Operation and Agent Valuations

We model a single security traded in a two-
sided market. Prices are integers, which means
they are discretized at a tick size of any desired
granularity. Time is also defined on a discrete
domain, with finite horizon T. Agents arrive to
submit their limit orders according to a Pois-
son distribution, with a rate parameter A defin-
ing the probability of arriving in each unit
time. The market mechanism is a standard
limit-order market, or continuous double auc-
tion (CDA).

Traders value the security on the basis of a
common fundamental value, in combination
with an individual-specific private value. We
denote by r, the fundamental value for the se-
curity at time ¢. The fundamental time series
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is generated by a mean-reverting stochastic
process:

r,=max[0, k7 + (1 - k)r,, +u,].

Parameter k €[1,0] specifies the degree to which
the fundamental reverts back to the mean 7,
and parameter u, ~ N(0,0%) is a random shock
at time ¢.

The private valuation component for agent
iis a vector

0,= (679", ..., 0 ..., O,

where ¢, > 0 is the maximum number of
units an agent can hold (either long or short).
0, specifies the marginal private benefits to
agent 7 of trading single units, according to 7’s
current net position. Element 6/ is the incre-
mental private benefit obtained from selling
one unit of the security, given current position
g, where positive (negative) g indicates a long
(short) position. Similarly, 67" is the marginal
private gain from buying an additional unit
given current net position q. This representa-
tion is similar to the model of Goettler, Chris-
tine A. Parlour, and Uday Rajan (2009).

Agent ’s private valuation vector is gener-
ated by drawing 2 ¢, values independently
from a Gaussian distribution, N(0,02,). To en-
sure that the valuation reflects diminishing
marginal utility, that is, 87 > 4 for all ¢’ < g, we
sort the drawn values before assigning the vec-
tor ©,.

At the end of the trading horizon, an
agent’s total value is the sum of private val-
ues accrued on each transaction, plus the
worth of its final holdings evaluated at r,, the
end-time fundamental value. Agent 7’s valua-
tion v(¢) for the security at time ¢ therefore
depends on its current position g, and the
value of the common fundamental at the end
of the trading horizon:

4 . .
(6=t { CE 1-f buy%ng one un%t
64  if selling one unit

The surplus of a trade is the difference be-
tween valuation (including both common and
private components) and transaction price. For
a single-quantity limit order transacting at
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time ¢ and price p, a buyer B obtains surplus
v,(¢) - p, whereas seller S obtains surplus
p - v4(?). Since the price and fundamental
terms cancel out in exchange, the total surplus
achieved when B buys from S is 8§® - 941,
where ¢(i) denotes the pre-trade position of
agent i.

Trading Strategies

An agent’s trading strategy governs how it gen-
erates a limit order each time it arrives to the
market, as a function of its state and informa-
tion. To simplify the strategy structure, we as-
sume that the trader flips a coin on each arrival
to decide whether its order on that round will
be to buy or to sell. As a result, agent ’s deci-
sion boils down a price for its new limit order,
as a function of its valuation vector ©,, current
holdings ¢(i), and its history of market obser-
vations (transactions and price quotes).

In the zero intelligence bidding strategy,
agents bid for a randomly determined amount
of surplus. Our extended version of ZI employs
three parameters: R, and R, (0 <R .. <R,..J)
define the range of surplus requests, and
n¢€[1,0] is a threshold for taking the currently
available surplus. Specifically, a ZI trader i con-
structs its bid as follows:

1. Assess its valuation v,(¢) at the time of mar-
ket entry ¢, using an estimate 7, of the end-
time fundamental r,. The estimate is simply
an adjustment of the current fundamental
r, accounting for mean reversion:

f,= (- (1= 07 + (1K),

2. Determine its requested surplus s, by draw-
ing uniformly from the interval [R_., R,

3. If the surplus available at the current price
quote is at least ns, then submit an offer at
the quoted price. Otherwise submit a limit
order requesting surplus s. For instance, if
the agent is buying, its bid price is given by:

if ASK, <v(t) - ns

{ ASK,
otherwise

v(t)-s

Note that a trader with n = 0 accepts any profit-
able quote, and one with n =1 bids the same,
regardless of the current quote.
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For example, consider a trader with valua-
tion v applying a ZI strategy with parameters
R.;,=0, R . =1000, and n = 0.6. On entering
the market, it first flips a coin to decide whether
to buy or sell. Supposing the coin flip dictates
BUY, it then draws a random surplus request
s ~ U[0,1000], which for example yields s = 700.
It therefore aims to buy at a price 700 below its
valuation. If it can buy right now at a price of
7007 = 420 less than v (that is, if ASK <v - 420),
however, it submits a price at the current mar-
ket value. Otherwise, it submits a buy order
with price v - 700.
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International
Perspectives



Financial Sector Health Since
2007: A Comparative Analysis
of the United States, Europe,
and Asia

VIRAL V. ACHARYA

O

This essay uses recent methodology for estimating capital shortfalls of financial institutions during aggre-
gate stress to assess the evolution of financial sector health since 2007 in the United States, Europe, and
Asia. Financial sector capital shortfalls reached a peak in the end of 2008 and early 2009 for United States
and Europe; however, they declined thereafter steadily only for the United States, with Europe reaching a
similar peak in the fall of 2011 during the sovereign crises in the southern periphery. In contrast, the finan-
cial sector in Asia had little capital shortfall in 2008-2009 but the shortfall has increased steadily since
2010, notably for China and Japan. These relative patterns can be explained on the basis of the regulatory
responses in the United States, the lack thereof in Europe, stagnation in Japan, and the bank-leverage-based

fiscal stimulus in China.

Keywords: systemic risk, capital shortfall, financial crises, SRISK, deleveraging

How should we assess global financial sector
health? Can we provide a comparative analysis
of such health across different countries and
regions? Where do the future sources of vul-
nerability in the global financial sector lie?
This article employs recent advances in
measurement of the systemic risk of financial
firms to answer these questions. In particular,
it exploits a theoretically well-founded notion
of systemic risk contribution of financial
firms—their expected capital shortfall in a cri-
sis—and measures it using publicly available
market and balance-sheet data. Using this
measure provides a comparative analysis of the
health of the global financial sector since early
2007, focusing on similarities and differences
between the United States, Europe, and Asia.
The reason for focusing on capital adequacy

as a measure of systemic risk is simply that
undercapitalized financial sectors lead to sig-
nificant loss of economic output due to with-
drawal of efficient intermediation services and
possibly misallocation of resources. In particu-
lar, when a large part of the financial sector is
funded with fragile, short-term debt (or, con-
versely, is not funded with adequate equity cap-
ital) and is hit by a common shock to its long-
term assets, there can be en masse failures of
financial firms. In such a scenario, it is not pos-
sible for any individual firm to reduce its lever-
age or risk without significant costs, since
other financial firms are attempting to achieve
the same outcome. Since deleveraging and risk
reduction are privately costly to owners of the
financial firms, firms delay such actions, oper-
ating as undercapitalized firms that are averse
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to expanding efficiently the provision of inter-
mediation to households and corporations
and keen to pursue risky strategies (gambling
for resurrection) that offer them some chance
of recovering, but at the cost of a greater
chance of further stress. If further stress devel-
ops, there can be a complete disruption of pay-
ments and settlement services, which can
cause trade and growth to collapse, as wit-
nessed for several years during the Great De-
pression as well as in the fall of 2008 during
the Great Recession.

The adverse impact of undercapitalized fi-
nancial sectors on allocation of economic re-
sources has been the focus of an important
body of empirical research. Joe Peek and Eric
S. Rosengren (2005), Ricardo ]. Caballero,
Takeo Hoshi, and Anil K. Kashyap (2008), and
Hoshi and Kashyap (2010) show for the Japa-
nese banking crisis of the 1990s that banks in
the undercapitalized banking sector continued
to operate as “zombie banks” that directed
credit to nonperforming existing borrowers
rather than directing this credit to efficient
newer sectors of the economy. This theme has
been confirmed again in the European coun-
tries following the financial crisis of 2007-
2009. The lack of adequate recapitalization and
cleaning-up of European banks’ balance sheets
has prevented an efficient allocation of credit
for an extended period of time. Alexander
Popov and Neeltje van Horen (2014) report that
it has taken European banks much longer to
recover in terms of their global syndicated
lending than other banks. Viral A. Acharya and
Sascha Steffen (2015) demonstrate that under-
capitalized European banks put on “carry
trades” by using short-term funding to pur-
chase risky government bonds of southern pe-
riphery countries of Europe (Greece, Italy, Por-
tugal, and Spain), a bet that did not pay off and
resulted in a combined sovereign and banking
crisis for Europe in the fall of 2011.

Given these adverse consequences of under-
capitalized financial sectors, it is natural to fo-
cus on expected capital shortfall of the finan-
cial sector as a way of measuring its systemic
risk or vulnerability to a future crisis. This ar-
ticle has four sections. In the first, I introduce
the measure we employ, SRISK, based on the
work of Acharya et al. (2010a, 2010b, 2010c) and

Acharya, Robert Engle, and Matthew P. Rich-
ardson (2012). Next I assess global financial
sector health since 2007 using SRISK as the
measure of systemic risk. In the third section
I discuss the divergence observed between the
United States, Europe, and Asia, in terms of the
evolution of financial sector health since 2007.
The last section presents some conclusions.

SRISK: A MEASURE OF FINANCIAL
SECTOR HEALTH
Acharya (2009) and Acharya et al. (2010a, 2010b,
2010c) argue that systemic risk should not be
described in terms of a financial firm’s failure
per se but in the context of a firm’s overall con-
tribution to systemwide failure. The intuition
is that when only an individual financial firm
gets distressed—its equity capital becomes low
relative to its promised debt or debtlike liabil-
ities—there are minimal economic conse-
quences because healthier financial firms can
fill in for the void in intermediation services
caused by the failed firm. When capital is low
in the aggregate, however, it is not possible for
other financial firms to step into the breach.
This breakdown in aggregate financial inter-
mediation is the reason there are severe con-
sequences for the broader economy such as a
credit crunch and fire sales of assets.
Acharya, Engle, and Richardson (2012) im-
plement this intuition by proposing a mea-
sure, called SRISK, of the systemic risk contri-
bution of a financial firm; SRISK is measured
as the expected capital shortfall of a firm in a
crisis. In particular, SRISK of firm 7 at time ¢ is
defined as the capital that the firm is expected
to need (conditional on available information
up to time ¢ - 7) to operate “normally,” that is,
not face a run by its creditors, if we have an-
other financial crisis. Symbolically it can be
defined as

SRISK;, = E, (Capital Shortfall,|Crisis) (1)

Christian Brownlees and Engle (2011; see also
Engle 2011) provide the econometrics of esti-
mating SRISK by modeling the bivariate daily
time series model of equity returns on firm i
and on a broad market index using publicly
available data. (The results of this analysis are
updated weekly and are posted at the New York
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University Stern School of Business Volatility
Institute website: http://vlab.stern.nyu.edu/
welcome/risk. Results are posted both for ap-
proximately one hundred U.S. financial firms
and for twelve hundred global financial firms.)

To calculate SRISK, we first need to evaluate
the losses that an equity holder will face if
there is a future crisis. To do this, volatilities
and correlations of an individual financial
firm’s equity return and the global marketwide
return are allowed to change over time and
simulated for six months into the future many
times. Whenever the broad index falls by 40
percent over the next six months, a rather pes-
simistic scenario that captures the kind of
market collapse witnessed during the Great
Depression of the 1930s and the Great Reces-
sion in 2007-2009, this is viewed as a crisis. For
these scenarios, the expected loss of equity
value of firm i is called the long-run marginal
expected shortfall, or LRMES. This is just the
average of the fractional returns of the firm’s
equity in the crisis scenarios.!

The capital shortfall can be directly calcu-
lated by recognizing that the book value of
debt will be relatively unchanged during this
six-month period while equity values fall by
LRMES. We assume a prudential capital ratio,
denoted by k, of 8 percent (5.5 percent for Eu-
rope, to adjust for the differences between
accounting standards—the European Inter-
national Financial Reporting Standards and
U.S. Generally Accepted Accounting Princi-
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ples—in the treatment of netting of deriva-
tives). Then we can define SRISK, of firm i at
time ¢ as:

SRISK;, = E, |((k(Debt + Equity) Equity)|Crisis)
=k (Debt,)) (1 k)(1 LRMES, ) Equity,, (2)

where Equity,, is the market value of equity to-
day, Debt, is the notional value of nonequity
liabilities today, and LRMES,, is the long-run
marginal expected shortfall of equity return es-
timated using available information today.
This measure of the expected capital shortfall
captures many of the characteristics consid-
ered important for systemic risk such as size
and leverage. These characteristics tend to in-
crease a firm’s capital shortfall when there are
widespread losses in the financial sector. But
a firm’s expected capital shortfall also provides
an important addition, most notably the co-
movement of the financial firm’s assets with
the aggregate market in a crisis.”

Before we employ estimates of SRISK to pro-
vide a comparative analysis of the global finan-
cial sector health, a few points are in order.

First, SRISK can be considered the capital
shortfall for a financial firm estimated using a
market-data based “stress test.” Stress tests
have now become a standard device used by
regulators to determine the capital that an in-
stitution will need to raise if there is a macro-
economic shock.? Regulatory stress tests em-
ploy book value of equity capital, estimate

1. In versions of the model where the simulation is not yet implemented on VLAB, LRMES is approximated as
1-exp(-18*MES) where MES is the one-day loss expected if market returns are less than -2 percent.

2. In this sense, SRISK is based on a notion of systemic risk in which a “tsunami”-type shock hits the global
economy rather than a “contagion”-type shock in which an individual financial firm’s interconnectedness causes
losses elsewhere in the financial system. The latter would, however, also be statistically picked up in a co-
movement of a financial firm's assets with the aggregate market providing that the contagion does have mar-
ketwide impact.

3. Acharya, Engle, and Pierret (2014) summarize the adoption of stress tests by regulators in the United States
and the Europe: “An annual supervisory stress test of the financial sector in the United States has become a
requirement with the implementation of Dodd-Frank Wall Street Reform and Consumer Protection Act (Pub.L.
111-203, H.R. 4173) of 2010. Macro-prudential stress tests have also been used by U.S. and European regulators
to restore market confidence in financial sectors during an economic crisis. As a response to the recent financial
crisis, the 2009 U.S. stress test led to a substantial recapitalization of the financial sector in the U.S. In Europe,
the 2011 stress test also served as a crisis management tool during the European sovereign debt crisis. The
European exercise lacked credibility in this role, however, due largely to the absence of a clear recapitalization
plan for banks failing the stress test.”
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losses using models that map macroeconomic
stress into asset losses, and require book val-
ues of capital to be sufficiently high based on
regulatory risk-weighted assets.* In contrast to
regulatory stress tests, SRISK is based on the
market value of equity capital, estimates losses
using market-data-based estimate of downside
risk of market equity or its vulnerability to a
crisis, and requires market values of capital to
be sufficiently high relative to the quasi-market
value of assets (measured as market value of
equity plus the book value of nonequity liabil-
ities). As a result, whereas the regulatory no-
tion of leverage corresponds to risk-weighted
assets divided by a measure of book value of
equity of a financial firm, the notion of lever-
age captured in SRISK is quasi-market leverage,
which is quasi-market value of assets divided
by the market value of equity.

Second, as argued by Charles Calomiris and
Richard Herring (2013, figures 3 and 4 in par-
ticular), an important advantage of using the
market value of equity and its exposure to a
crisis or aggregate downturn is that market-
based signals of financial sector distress have
been found to be much better as early-warning
signals than regulatory measures of financial
sector risk (risk-weighted assets to total assets)
and book values of equity. There are several
reasons why this might be the case. Book val-
ues of equity are readily gamed by manage-
ment as recognition of nonperforming assets
and provisioning against future losses is dis-
cretionary; to the extent such practices are an-
ticipated by the market, market values of eq-
uity should reflect true equity values more
precisely than book values. For this reason, as
well as by the very nature of accounting of as-
sets that are not marked to market, market val-
ues of equity tend to be more forward looking
than book values. Finally, market values of eq-
uity may be the relevant metric for prudential
purposes as financiers of a financial institu-
tion such as wholesale creditors and interbank
counterparties should care about the ability of
the institution to increase buffers and guard
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against losses on the financing; an institution
whose market value of equity is collapsing to
zero is unlikely to be able to raise such buffers,
even if its book value is high.

Third, and related to the second point, reg-
ulatory risk weights for asset classes are inher-
ently static in nature, whereas the true eco-
nomic risk of asset classes fluctuates over time.
Indeed, combined with shifts in financial lever-
age, the “risk that risk will change” can be con-
sidered an essential cause of financial crises.
Acharya, Engle and Pierret (2014) demonstrate
that market-based risk assessments of finan-
cial firms’ balance sheets, in particular using
the SRISK measure and its components, better
captured the actual stress of financial firms in
Europe during 2011, relative to the regulatory
risk assessments, which relied on static risk
weights, notably zero risk weights for risky sov-
ereign bonds of countries in the southern Eu-
ropean periphery.

Fourth, since it is based on market data,
one limitation of SRISK is that it can be com-
puted only for financial firms whose equity is
publicly traded. It cannot be computed readily
for privately held financial firms. Hence, all as-
sessment of global financial sector health and
comparative analysis across countries that fol-
lows is subject to this important caveat.

Finally, given the simple formulaic struc-
ture for SRISK, we can also understand changes
in SRISK over time as coming from changes in
its components, the book value of nonequity
liabilities, the market value of equity, and the
market value of equity times the LRMES, as fol-
lows:

SRISK,= SRISK;, SRISK,,
= Debt, + Equity+ Risk, where
Debt, = k(Debt;, Debt,,,),
Equity; = (1 k)(Equity,, Equity,,,), and
Risk; = (1 k)(LRMES, Equity,,
LRMESi,t 1 Equityl,t 1) (3)

where the changes in Debt, Equity, and Risk are
measured over the period from ¢ -1 to ¢, and

4. lbid: “The current approach to assessing capital requirements is strongly dependent on the regulatory capital
ratios defined under Basel Accords. The capital ratio of a bank is usually defined as the ratio of a measure of its
equity to a measure of its assets. A regulatory capital ratio usually employs book value of equity and risk-
weighted assets, where individual asset holdings are multiplied by corresponding regulatory ‘risk weights.” The
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Figure 1. International Comparisons of Aggregate SRISK, 2007-2014

2,500,0009 _ ynited States —— China Asia EU
2,000,000 -
N
<
£ 1,500,000
=t
<
S
L
2 1,000,000
<
500,000
0 S —
T T T T I 1 T T T T T T T T T

{ S PSS
S S S S

'& '\/

W ‘1» ’b ’b NN

O Y Y \& \»\” \»\” \»\” \»\‘” \& \»\” \»\” \»\”

Source: Author’'s compilation based on data at NYU Stern Volatility Lab (website), “Documentation,
Analysis List” (http://vlab.stern.nyu.edu/welcome/risk/).

Note: This figure plots the sum of SRISK in U.S.$ million for publicly traded financial firms (for inclu-
sion criteria see table A1) in the United States, China, Asia (including China), and Europe. The data are
from the period January 1, 2007, to September 30, 2014.

together with the appropriate weights from the
SRISK formula in equation (2), these changes
combine to explain the change in SRISK over
the period from ¢-1to ¢

This decomposition highlights that in-
creases in nonequity liabilities and expected
losses in a crisis increase SRISK over time
whereas increases in market value of equity de-
crease SRISK over time.

ASSESSING GLOBAL FINANCIAL
SECTOR HEALTH USING SRISK

In order to operationalize SRISK and compare
it across countries and regions, NYU Stern
VLAB includes all publicly listed financial firms

in a country with active trading in common
equity that are in the top 10 percent of firms in
a year by size (see table Al for sample size dis-
tribution by year). In order to identify firms
with capital shortfall, firms with positive SRISK
are identified. All positive values of SRISK for
a country or region in a given year are aggre-
gated to obtain the overall SRISK for that coun-
try or region. In what follows, all references to
the current or the present moment refer to Oc-
tober 10, 2014.°

Figures 1 to 8 and table 1 summarize our
overall findings for aggregate SRISK across the
three regions: United States, Europe, and Asia,
with emphasis on China.

regulatory capital ratios in stress tests help regulators determine which banks fail the test under the stress
scenario and what supervisory or recapitalization actions should be undertaken to address this failure.”

5. Although this article focuses entirely on SRISK that is aggregated at the level of a country or region, prior
research has shown that SRISK also has the right cross-sectional properties in capturing the systemic risk of
individual financial firms. Acharya, Pedersen, Philippon and Richardson (2010a, 2010c) provide such firm-level
evidence for 2007-2008 for the United States' financial sector, and Acharya, Engle, and Pierret (2014) provide
such evidence for Europe during the period of the sovereign debt crisis in 2011.
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Figure 1 plots the aggregate SRISK for the
three regions and China and is the central fig-
ure of this essay.

In the case of the United States, systemic
risk appears to have peaked in Fall 2008 and
early 2009, with the estimated capital shortfall
of the financial sector at over $1 trillion. This
is of the order of magnitude of the capital in-
jections and other forms of federal support for
the financial sector that were deployed follow-
ing the collapse of Lehman Brothers, in the
form of the Troubled Asset Relief Program
(TARP), Federal Deposit Insurance Corpora-
tion (FDIC) guarantees, and the Federal Re-
serve liquidity provision. Since then, the sys-
temic risk appears to have steadily come down
since spring 2009, with current levels being as
low as in January 2007. The one exception was
August 2011, when the systemic risk in the
United States rose again around the debt-
ceiling political crisis in the United States and
the Eurozone sovereign debt and financial sec-
tor crisis.

Similar to the United States, the systemic
risk of the European financial sector also
reaches its peak in the fall of 2008 and early
2009—about $2.25 trillion—but reveals an im-
portant difference: it reaches another peak of
$2 trillion in August 2011, coincident with the
Eurozone sovereign debt crisis. In other words,
Europe appears to have witnessed serial epi-
sodes of dramatic capital shortfalls in the fi-
nancial sector. Although systemic risk has
come down since this second peak, its current
levels remain at more than twice those in Jan-
uary 2007, another striking difference from the
United States.

The picture of Asia’s systemic risk estimate
is, however, quite different than that for the
United States and Europe. The estimated cap-
ital shortfalls for the Asian financial sector
show a steady trend upward all the way from
January 2007 to September 2014 with some lo-
cal peaks but overall having risen by close to
$1 trillion, from a quarter trillion to currently
around $1.25 trillion. China, which with Japan
is the largest financial sector in Asia, mirrors
this trend, as shown in the figure. The Chinese
financial sector shows little estimated capital
shortfall until the middle of 2010, but since
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then the size of the shortfall has risen mete-
orically, estimated as of September 2014 at over
a half trillion dollars.

One limitation of comparing the absolute
values of estimated capital shortfalls is that
larger countries generally have larger financial
sectors, and all else equal, therefore will have
greater absolute values of estimated capital
shortfalls in a future crisis. To confirm that in-
ference from figure 1 is not driven by such size
differences, figure 2 plots the aggregate SRISK
for each region that is divided by the region’s
Gross Domestic Product (GDP). The patterns
are essentially the same as in figure 1. In case
of the United States, estimated capital short-
falls reach a peak of close to 8 percent of GDP
in the fall of 2008 and early 2009, reaching an-
other local peak, 4 percent of GDP, in August
2011, but are currently at less than 2 percent of
GDP, as in January 2007. For Europe, the crises
of 2008-2009 and fall 2011 appear to have been
much worse, with estimated capital needs be-
ing close to 12 percent and 10 percent of GDP,
respectively, and even as of September 2014, be-
ing high, at 6 percent of GDP, relative to the
January 2007 level of 2 percent of GDP (as in the
case of the United States). This illustrates well
that the European financial sector is far less
healthy at present than that of the United
States, and also relative to itself prior to the
global financial crisis of 2007-2008. Finally, for
Asia the estimated capital shortfalls have
trended steadily upward, from under 2 percent
of GDP in January 2007 to close to 6 percent of
GDP as of September 2014, and in the case of
China, going from zero to over 6 percent of GDP.

Figure 3 helps us understand the diverging
patterns of systemic risk for the United States,
Europe, and Asia in terms of leveraging or de-
leveraging of the financial sector, by plotting
the aggregate quasi-leverage of the respective
financial sectors. It illustrates succinctly that
the leverage time series for these financial sec-
tors tracks closely the evolution of the esti-
mated systemic risk of these financial sectors.
In other words, the United States financial sec-
tor experienced a significant leverage increase
until spring 2009, and since then it has been
deleveraging at a rapid pace. The European fi-
nancial sector experienced leverage rises until
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Figure 2. SRISK Normalized by Comparison with GDPs of the United States, China, Asia, and the

European Union
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Source: Author’s compilation based on NYU Stern Volatility Lab, “Documentation, Analysis List”
(http://vlab.stern.nyu.edu/welcome/risk/), and Bloomberg.

Note: This figure plots the sum of SRISK for publicly traded financial firms (for inclusion criteria
see table A1) in a given week, scaled by the country’s or area’s latest GDP figure available that week.
Asia includes China. SRISK data are from January 1, 2007, to September 30, 2014.

summer 2009 and also in the period close to
and leading up to fall 2011, and deleveraging
to some extent since then but not to January
2007 levels. In contrast, the Asian and Chinese
financial sectors have been ramping up lever-
age at a steady pace all along from 2007 to Sep-
tember 2014. It is interesting that as of 2016 the
leverage in the United States financial sector is
down to 5 (that is, five units of assets for one
unit of market value of equity), lower than 10
for Asia, and around 15 for China and Europe.
Equally interesting, the leverage of the finan-
cial sector in Europe has been pervasively
greater than that of the financial sectors in the
United States and Asia.

Figure 4 illustrates that in the case of the
United States, the top three banks account for
over half of the total capital shortfall of $250
billion, reflecting the increasing concentration
in the financial sector owing in part to the ac-
quisitions structured during 2007-2008 to re-
solve distressed financial firms. Interestingly,
the top ten contributors include five insurance
firms, whose systemic risk is increasingly com-

ing under scrutiny, notably at the Financial
Stability Oversight Council (FSOC) put in place
by the Dodd-Frank Act in the United States to
identify and prevent the emergence of sys-
temic risk. Even though the insurance sector
has a relatively stable liability structure com-
pared to the banking sector, recent empirical
evidence has suggested that life insurance
firms in the United States have been “reaching
foryield” (Becker and Ivashina 2015) by looking
for highest-risk (and therefore, highest-yield)
assets within a regulatory risk bucket; have
been reducing statutory capital requirements
by engaging in “shadow insurance,” which
transfers liability risks to captive reinsurance
firms economically linked to the parent insur-
ance firms (Koijen and Yogo 2016); and have
been expanding their asset base of sub-
investment-grade structured products in resi-
dential real estate mortgages while simultane-
ously shrinking their pool of investment-grade
products in this asset class (Becker and Opp
2014). These changes appear to have been
priced in by the market in terms of the greater
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Figure 3. International Comparison of Aggregate Leverage (United States, China, Asia, European
Union)
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Source: Author’s compilation based on NYU Stern Volatility Lab, “Documentation, Analysis List”
(http://vlab.stern.nyu.edu/welcome/risk/).

Note: This figure plots the aggregate (quasi-) leverage for publicly traded financial firms (for inclusion
criteria see table A1). Quasi-leverage of a financial firm is its quasi-market assets (market value of
equity plus book value of nonequity liabilities) divided by the market value of equity. Quasi-leverage
of financial firms in a region is weighted by the market value of equity of financial firms to obtain the
aggregate quasi-leverage. The leverage data are from January 1, 2007, to September 30, 2014.

Figure 4. SRISK for Top Nineteen Publicly Traded U.S. Financial Firms (U.S.$ Million) as of October 10,
2014

Global Systemic Risk by Country

SRISK (USD billion)
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JPMorgan Chase & Co.
Citigroup Inc.
Bank of America Corp.
Prudential Financial Inc.
MetLife Inc.

Morgan Stanley

Goldman Sachs Group Inc./The
Lincoln National Corp.

Hartford Financial Services Group Inc./The
Principal Financial Group Inc.
Genworth Financial Inc.

State Street Corp.

Bank of New York Mellon Corp./The
Protective Life Corp.

First Niagara Financial Group Inc.
CNO Financial Group Inc.

E*TRADE Financial Corp.

First Citizens BancShares Inc./NC
Associated Banc-Corp.

Source: NYU Stern Volatility Lab, “Documentation, Analysis List” (http://vlab.stern.nyu.edu/welcome
/risk/).

Note: For inclusion criteria of firms, see table Al. The SRISK data are from NYU Stern Volatility Lab
(vlab.stern.nyu.edu/welcome/risk).
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Figure 5. SRISK Calculated for Top Twenty European Countries (U.S.$ Billions), as of October 10, 2014
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Source: NYU Stern Volatility Lab, “Documentation, Analysis List” (http://vlab.stern.nyu.edu/welcome

/risk/).

Note: For inclusion criteria see table Al.

Figure 6. Sum of SRISK for Publicly Traded Financial Firms Normalized by GDP for Top Twenty
Country-Level Values in Europe, as of October 10, 2014
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Source: NYU Stern Volatility Lab, “Documentation, Analysis List” (http://vlab.stern.nyu.edu/welcome

/risk/).

Note: For inclusion criteria see table A1) in a country, scaled by the country’s latest GDP figure
available as of October 10, 2014. The SRISK data are from NYU Stern Volatility Lab (vlab.stern.nyu.edu
/welcome/risk). The country GDP data are from Bloomberg.

economic risk and leverage of the life insur-
ance sector.

Similarly, figures 5 and 6 help us under-
stand the country-level contributors to current
systemic risk assessment in Europe. In terms

of absolute contributions to the estimated cap-
ital shortfalls (figure 5), France leads the way
at $350 billion, over a fourth of the current
shortfall estimate for Europe. Even on a
percentage-of-GDP basis (figure 6), France
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Figure 7. SRISK in Asia
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/risk/).

Note: This figure plots the top thirteen country-level values in Asia, including Australia and New Zea-
land, of the sum of SRISK in U.S.$ billion for publicly traded financial firms (for inclusion criteria see

table A1) in a country as of October 10, 2014.

leads the way with its estimated capital short-
fall being around 13 percent of its GDP, a rather
sizable fraction of GDP to put aside to recapi-
talize the banking sector, should future stress
require public injections of capital. Whereas
Switzerland and United Kingdom are expected
to rank high on a percentage-of-GDP basis,
given the relatively large balance sheets of their
financial sectors compared to the national bal-
ance sheets, France’s topping this list is some-
what surprising and highlights the relative un-
dercapitalization of its banking sector in terms
of its quasi-market leverage. Notably, although
Germany ranks high in terms of absolute size
of estimated capital shortfalls, on a percentage-
of-GDP basis it looks much healthier than
France.

Figures 7 and 8 help us understand coun-
tries that contribute to the systemic risk in Asia
at the present date, 2016. China and Japan to-
gether constitute most of the estimated capital
shortfall in Asia (figure 7). On a percentage-of-
GDP basis, however, Japan is substantially
higher, with an over 11 percent shortfall rela-
tive to GDP, whereas China is somewhat
smaller, at over 6 percent.

Finally, notwithstanding that China’s sys-

temic risk relative to its GDP appears to be
manageable, particularly given its vast re-
serves, it is intriguing to speculate what ex-
plains its dramatic rise seen in figures 1 and 2,
from being practically zero to now being half
a trillion dollars, or 6 percent of GDP. Table 1
provides an intuitive understanding of this rise
by breaking down change in SRISK between the
end of 2009 and October 10, 2014, for the high-
est SRISK contributors in the Chinese financial
sector, into its three components—ADebt, AEq-
uity, ARisk—as explained in the concluding re-
marks of the first section of this article.

The top four banks in the list in table 1 are
the largest state-owned commercial banks in
China. Together they account for over half of
the estimated capital shortfall for China. How-
ever, all these banks had negative SRISK at the
end of 2009, that is, they in fact had a capital
surplus. What is remarkable in table 1 is that
almost all of the change in SRISK can be attrib-
uted to the increase in debt liabilities (ADebt)
for these banks. Indeed, while their debt liabil-
ities have increased, equity valuations have suf-
fered so that the increase in SRISK is also due
to declines in equity (positive AEquity). Inter-
estingly, their downside risk on per dollar of
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Figure 8. SRISK in Asia Normalized by GDP
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/risk/).

Note: This figure plots for the top eleven country-level values in Asia, including Australia and New Zea-

land, the sum of SRISK for publicly traded financial firms (for inclusion criteria see table A1) in a coun-
try, scaled by the country’s latest GDP figure available (from Bloomberg) as of October 10, 2014. The
SRISK data are from NYU Stern Volatility Lab (vlab.stern.nyu.edu/welcome/risk).

equity basis has improved, so that the risk con-
tribution (ARisk) is negative. Together, this sug-
gests massive financial leveraging of the larg-
est banks in China from 2010 to September
2014, which has increased the systemic risk of
the financial sector to nontrivial levels—way
beyond that of the United States on percentage-
of-GDP basis.

WHAT EXPLAINS THE DIVERGENCE IN
EVOLUTION OF GLOBAL FINANCIAL
SECTOR HEALTH SINCE 20072

In summary, the financial sector capital short-
falls reached a peak in the end of 2008 and
early 2009 for the United States and Europe;
however, they declined thereafter steadily only
for the United States, with Europe reaching a
similar peak again in the fall of 2011 during the
sovereign debt crises in the southern periphery
of Europe. In contrast, the financial sector in
Asia had little capital shortfall in 2008-2009,
but the shortfall has increased steadily since
2010, notably for China and Japan. What ex-
plains these relative patterns? I shall argue
briefly that these patterns can be explained on
the basis of the regulatory responses in the

United States, the lack thereof in Europe, eco-
nomic stagnation in Japan, and the bank-
leverage-based fiscal stimulus in China.
Following the collapse of Lehman Brothers,
the United States put in place first a substantial
rescue package in the form of TARP recapital-
ization of the financial sector up to $750 bil-
lion, FDIC deposit and loan guarantee pro-
grams, and the Federal Reserve’s liquidity
support of the financial sector as well as mar-
kets at large, in addition to the government
conservatorship of the mortgage agencies,
Fannie Mae and Freddie Mac. While these
measures were not adequate to calm the vola-
tility in markets, which remained substantially
high even in early 2009, the stress-test-based
recapitalization in spring 2009 (the Supervi-
sory Capital Assessment Program, SCAP) en-
sured that banks injected $200 billion more
capital into the balance sheets (required capi-
tal raising by regulators was $75 billion). These
measures calmed fears about the health of the
financial sector in the United States. Following
this, the Dodd-Frank Act was enacted in 2010
and various measures were put in place to rein
in systemic risk, again notably an annual stress
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test of the systemically important financial in-
stitutions (SIFIs) identified by the newly cre-
ated Financial Stability Oversight Council
(FSOC). All of these measures have ensured
substantial deleveraging of the United States
financial sector balance sheets, as seen in fig-
ures 1 to 3, to the point that they appear to be
among the healthiest in the global economy at
present.

In contrast to the United States, the regula-
tory response in Europe to the financial sector
meltdown of 2007-2008 was half-baked. While
the governments and central banks were quick
to assist the ailing financial sector with asset
and liability guarantees as well as liquidity in-
jection, there was no substantial recapitaliza-
tion of the financial sector, on a scale similar
to the TARP was for the United States financial
sector. This lack of recapitalization, in pres-
ence of massive guarantees, meant that the fi-
nancial sector had poor incentives during the
recovery phase. Many undercapitalized banks
invested in risky assets to rebuild equity capi-
tal, in the process transferring risks to the gov-
ernment, by undertaking “carry trades” on
southern periphery sovereign debt funded
with retail and wholesale deposits (Acharya
and Steffen 2015). This created a rather unfor-
tunate nexus between financial and sovereign
credit risks in the Eurozone, bringing about
twin crises in the fall of 2011, the deteriorating
macroeconomic and financial health of Spain
and Italy (Acharya 2014). This nexus of sover-
eign and financial sector credit risks—first,
the undercapitalized financial sector taking
leveraged exposures to risky sovereigns, and
second, further distress of risky sovereigns in-
flicting collateral damage on the financial sec-
tor—appears to have had significant real con-
sequences. Acharya et al. (2014) show that even
relatively large borrowers in Europe whose lead
banks have been from the southern periphery
countries have been hoarding cash and cutting
back investment and employment, behaving as
though they are financially constrained. This
effect is not seen for borrowers whose lead
banks are from the core European countries,
where the banks are relatively better capital-
ized.

Regulators did not put a stop to the carry-
trade strategies and the undercapitalization of
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banks that had led to them. In fact the strate-
gies were encouraged by regulators who con-
ducted stress tests that had little bite when
compared to the SCAP exercise of the United
States. As Acharya, Robert Engle, and Diane
Pierret (2014) document, the European stress
tests granted zero risk weights to risky south-
ern periphery sovereign debt so that effectively
not much capital was raised by banks in re-
sponse; in fact, the worst banks in terms of
risks were found to require the least capital in
the stress tests. Furthermore, Acharya, Engle
and Pierret show that assumptions regarding
the net losses, that is, gross losses minus fu-
ture profits, were primarily driven by future
profits by the end of the stress scenario (typi-
cally in eight to nine quarters), rather than by
losses up to the worst point in the stress sce-
nario (typically the first few quarters of the
stress test horizon). This discretionary choice
by the regulators also implied that banks that
were making the most losses by the worst point
in the stress scenario were designated as well
capitalized.

Acharya and Steffen (2014) document that
the pattern was hardly different with the Asset
Quality Review and Comprehensive Assess-
ment of the European Central Bank in 2014.
Indeed, the underlying issue here is likely po-
litical: revising sovereign risk weights to non-
zero levels might require support of national
governments, revisions that might be partly
seen as lacking in credibility in a future eco-
nomic convergence within the Eurozone. With-
out a Eurozone-level arrangement to inject
capital and provide deposit insurance to
banks, designating large banks as undercapi-
talized may require national taxpayer injec-
tions that would only add to their countries’
sovereign debts.

Nevertheless, there is some overall improve-
ment in the health of the financial sector rela-
tive to condition in the fall of 2011, as a result
of the extraordinary liquidity injection and
promises to purchase securities from the mar-
ket provided by the European Central Bank,
starting in December 2011.

Finally, the case of Asia can be explained by
the continuing economic malaise in Japan
since the regulatory failure in the 1990s to re-
capitalize the banking sector, and in China by
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the debt-based stimulus to ensure high growth
rates in the short run even as the global econ-
omy suffered in the wake of the crisis of 2007-
2008. In the case of Japan, leverage of the fi-
nancial sector remains high or is increasing in
spite of continued macroeconomic weakness.
This explains the continuing rise of systemic
risk in Japan since 2007.

In contrast to Japan, the Chinese case is rel-
atively straightforward. Since the global finan-
cial and economic crisis of 2007-2008, Chinese
state-owned banks have leveraged massively,
including off-balance-sheet liabilities (not cap-
tured in SRISK analysis), to fund real estate and
infrastructure projects, many of which are at
unsustainable price levels and have resulted in
high nonperforming rates. From 2008 to 2013,
total credit outstanding in the Chinese econ-
omy grew from 125 percent to 240 percent of
GDP. Much of this increase came about from
stimulus expenditures undertaken since 2008
by local municipal governments. These local
governments, being prohibited from raising
debt directly, set up special-purpose financing
vehicles that raised debt from shadow banks
(“trusts”) in China to invest in infrastructure
and real estate development. The local govern-
ment debt is backed mainly by revenues from
land sales, but with house prices inevitably
slowing down in the past few years from their
astronomical previous growth, the shadow
banks—many of which are implicitly sup-
ported by parent state-owned banks—are ex-
posed to significant losses. This situation has
created the possibility of runs as well as under-
capitalized banks.

China appears to have time and resources—
large quantity of reserves and a high domestic
savings rate—and it exercises tight control of
its banks and housing markets. Still, the ques-
tion is whether—like the United States in post-
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Lehman era—China will take tough recapital-
ization decisions for its banks before its own
crisis comes to fruition, or whether, like Japan
in the 1990s and Europe since the Great Reces-
sion, it will let undercapitalized banks con-
tinue to operate as zombie banks engaged in
the misallocation of economic resources.

CONCLUSION

In this essay I used recently developed meth-
odology to estimate capital shortfalls of finan-
cial institutions during aggregate stress to as-
sess the evolution of financial sector health
since 2007 in the United States, Europe, and
Asia. Financial sector capital shortfalls reached
a peak at the end of 2008 and in early 2009 for
the United States and Europe. After that, how-
ever, they decline steadily only in the United
States. Europe reached a similar peak again in
the fall of 2011 during the southern periphery
sovereign crises. In contrast, the financial sec-
tor in Asia had little capital shortfall in 2008~
2009, but the shortfall has increased steadily
since 2010, notably for China and Japan. The
regulatory responses in these regions explain
these differing patterns: Were distressed bank-
ing sectors recapitalized or were they allowed
to remain under-capitalized? The United States
did not waste its crisis, and its banking sector
appears to be the best-capitalized of the lot.
Europe has already wasted two opportuni-
ties—two crises—to strengthen its banking
sector. Japan has not yet fully recovered from
consequences of its zombie-banking policy of
the 1990s. And China is potentially heading
into a debt-fueled banking crisis, largely from
its fiscal stimulus policies since 2008. Eco-
nomic outcomes in these regions appear to be
mirroring the health of their financial sectors
as measured by capital adequacy against future
stress.
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APPENDIX

Table A1. Number of Total Firms per Region

FINANCIAL REFORM

Year United States China Asia European Union
2007 155 30 336 353
2008 159 39 373 389
2009 148 52 409 395
2010 148 58 429 397
2011 156 66 453 405
2012 157 70 458 404
2013 156 70 457 394
2014 153 70 451 385

Source: Author's compilation.

Note: Publicly listed financial firms in each country with active trading in common equity that are also in
the top 10 percent of financial firms by size (market equity).
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The European Union in
International Financial
Governance

NIAMH MOLONEY

This article considers the role of the European Union in international financial governance after the institu-
tional reforms it undertook in connection with the global financial crisis. It suggests that the new adminis-
trative actors that support the governance of the European Union's single financial market, notably the Eu-
ropean Supervisory Authorities, have the potential to reshape how the European Union engages with
international financial governance. It finds that the European Union’s effectiveness in influencing interna-
tional financial governance—and the effectiveness of international financial governance more generally—is

likely to strengthen as a result.

Keywords: European Supervisory Authorities, international financial governance

This article considers how the role of the Eu-
ropean Union (EU) in international financial
governance—regarded as the complex of stan-
dards, market access arrangements, and coor-
dination structures that support the global fi-
nancial market—is changing, the drivers of
this change, and the implications. Specifically,
it considers how the EU’s new supranational
administrative structures, which support the
governance of the EU’s single financial market
(the European Supervisory Authorities, or
ESAs), may affect change. The single financial
market is composed of the national markets of
the EU’s twenty-eight member states, which
are subject to common, harmonized regula-
tion under the EU’s “single rule book;” the sin-
gle rule book also supports liberalized cross-
border access by financial actors in one
member state of the EU to the markets of other

member states. The European Supervisory Au-
thorities were constructed during the global
financial crisis era in order to support the fi-
nancial stability of the single financial market.
But they also have the potential to reshape how
the EU engages with the institutions of inter-
national financial governance, notably the ma-
jor international standard setters: the Finan-
cial Stability Board (FSB), the Basel Committee
on Banking Supervision (Basel Committee),
and the International Organization of Securi-
ties Commissions (IOSCO). The article also
suggests that the ESAs are likely to reinforce
the effectiveness of international financial gov-
ernance more generally. By drawing on empir-
ical observation of the new ESAs, and on a
composite legal and international political
economy literature, the article seeks to contrib-
ute to understanding of how administrative ac-
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INTERNATIONAL FINANCIAL GOVERNANCE

tors interact with and influence international
financial governance.

THE EUROPEAN UNION AND THE
CHANGING NATURE OF INTERNATIONAL
FINANCIAL GOVERNANCE

The EU has long been a significant actor in in-
ternational financial governance. Prior to the
global financial crisis the EU was increasingly
imposing its preferences on international fi-
nancial governance and, in particular, on stan-
dard setting and application of standards (Pos-
ner 2009). The 2002 adoption by the EU of the
International Financial Reporting Standards
(IFRS) issued by the IFRS Foundation as the
internal financial reporting standard for EU
listed companies, for example, became associ-
ated with a weakening of the global dominance
of the United States’ Generally Accepted Ac-
counting Principles (GAAP). This change re-
flected in part the imposition by the EU of
IFRS-equivalence obligations on third-country
firms seeking access to the EU financial market
(Moloney 2014a, 165-68). Over the global finan-
cial crisis reform period (broadly, 2008 to 2014)
the EU, sometimes as a loose coalition of mem-
ber states acting intergovernmentally and
sometimes as a more cohesive, supranationally
oriented regional bloc, became a significant
force in the Basel Committee and in IOSCO as
new standards were adopted for the global fi-
nancial market (Quaglia 2014a). To take an-
other example, EU-U.S. clashes on the over-the-
counter (OTC) derivatives market reforms
adopted to address the financial stability risks
exposed by the global financial crisis became
a major preoccupation of international finan-
cial diplomacy over the crisis period (Moloney
2014a, 615-20). The extent to which the EU has
been able to impose its distinct, collective pref-
erences on international standard setting over
the global financial crisis period has been well
documented (Blom 2014; Quaglia 2014a). While
EU member state preferences have remained
of determinative importance during this pe-
riod, the period can also be associated with the
EU’s increasingly acting as a hegemonic great
power in finance, imposing its political prefer-
ences on international standard setting (Miigge
2014). The nature of international financial
governance and of the forces playing upon it
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is changing, however, and reconsideration of
the EU’s role is accordingly necessary.

The nature of international financial gover-
nance is shifting. It has previously been pri-
marily preoccupied with the agreement and
adoption of standards governing the interna-
tional financial system. It is now pivoting to
address in addition the achievement of the out-
comes sought by standards. It is accordingly
engaging more closely with standard imple-
mentation and with the management of re-
lated divergences, operational supervisory co-
ordination and convergence, data collection
and assessment, the coordination of enforce-
ment, and regulatory learning and sharing of
best practices (Helleiner and Pagliari 2011).
Post-crisis international financial governance
has similarly been characterized as represent-
ing a form of “mutual adaptation” and “co-
operative development” (Helleiner and Pagliari
2011). Accordingly, the operational manage-
ment of divergence and friction in standard
implementation, the coordination of supervi-
sory approaches, and mutual regulatory and
supervisory learning—rather than the imposi-
tion of political preferences on international
standard setting—is coming to characterize
the dynamics of international financial gover-
nance.

For example, international standard setters
are increasingly focusing on implementation
of standards, the achievement and bench-
marking of related required outcomes, and the
risks associated with escape from and diver-
gences in standard implementation. The FSB
continues to report to the G-20 on progress on
implementation of the crisis-era reforms and
is undertaking regular and intensive peer re-
views of how crisis-era standards are being im-
plemented (Financial Stability Board 2015a).
The Basel Committee is carrying out intensive
Regulatory Compliance Assessment Programs
(RCAPs) of Basel III Accord implementation.
Supervisory co-ordination arrangements are
being constructed, with attention being trained
in particular on co-ordination through col-
leges of supervisors (Basel Committee on
Banking Supervision 2014a; International Or-
ganization of Securities Commissions 2013).
IOSCO has recently engaged in an intensive re-
view of the range of regulatory tools which can
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be deployed to support supervisory co-
ordination in the securities markets (Interna-
tional Organization of Securities Commissions
2015a) and has also addressed enforcement,
highlighting the tools that should be available
to regulators globally (International Organiza-
tion of Securities Commissions 2015b). The
international standard setters are also increas-
ingly focusing their attention on the man-
agement, interrogation, and deployment of the
massive dataset now emerging for regulatory
use, in the wake of the crisis-era reforms, which
mandate more intense reporting from a num-
ber of market segments, notably the OTC de-
rivatives market (Financial Stability Board
2015b). On a bilateral basis, granular agency
contacts are intensifying as the technical de-
tails governing third-country market access
and reflecting the swathes of new rules im-
posed domestically and regionally following
the global financial crisis are negotiated and
coordinated.

Coordinated and optimal operational man-
agement of technical difference, supervisory
cooperation, the interrogation of complex
data, and the sharing of technical regulatory
and supervisory experience has accordingly be-
come of central importance to international
financial governance. And as international fi-
nancial governance becomes more outcomes-
focused and operational, the administrative
actors in international financial governance,
primarily the regulators who sit (often along-
side treasuries and central banks) on the inter-
national standard setters, are, in parallel, ac-
quiring critical importance. How, accordingly,
is the EU, which has long engaged with inter-
national financial governance by means of im-
posing national member state and collective
EU preferences on standard setting, equipped
to engage with a more operational form of gov-
ernance; and what are the implications for in-
ternational financial governance and, specifi-
cally, for the international standard setters?
Will the new administrative apparatus that
supports EU financial governance, and specifi-
cally the ESAs, provide a means for effective
engagement with this changed environment?
And how should these questions be situated
within the literature?

FINANCIAL REFORM

INTERNATIONAL FINANCIAL
GOVERNANCE AND THE EU:

SCOPING THE LITERATURE

In assessing the role of the European Supervi-
sory Authorities in providing a new adminis-
trative channel through which the EU influ-
ences international financial governance, this
article seeks to contribute to the composite but
rich literature on international financial gov-
ernance. An influential strand of legal scholar-
ship has recently examined the nature of inter-
national financial governance with respect to
its effectiveness and to how it achieves out-
comes, including through institutional design
and legal mechanisms. Drawing on the net-
work theory of international law (Slaughter
2004), this strand explains how and why inter-
national financial governance, though primar-
ily based on soft law and on informal networks
of regulators operating through the interna-
tional standard setters, can exercise coercive
force (Brummer 2012). In the wake of the global
financial crisis this scholarship is increasingly
considering the lack of resilience of the struc-
tures and products of international financial
governance in the face of global systemic risks
and intense political intervention (Verdier
2013).

A related body of legal scholarship, which
builds on the Global Administrative Law anal-
ysis (Krisch and Kingsbury 2006), probes the
accountability and legitimacy risks that flow
from the soft-law- and network-based nature
of international financial governance (Barr
2014). This composite legal literature supports
critique of the ESAs as administrative actors in
international financial governance given, in
particular, their limited coercive ability (dis-
cussed further in a later section). But the cog-
nate literature on international political econ-
omy provides additional tools of analysis as it
examines the power dynamics of how different
actors engage with and influence international
financial governance and thus can support ex-
amination of the context in which the ESAs op-
erate.

An important segment of the international
political economy literature probes how differ-
ent actors and their preferences shape interna-
tional financial governance. It has traditionally
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characterized international financial gover-
nance as being shaped by the preferences of
the “great powers” in finance, classically the
United States but increasingly the EU (Drezner
2007; Miigge 2014). But it also probes how
“great power” preferences are formed and,
with particular relevance for the role of the
ESAs in international financial governance, the
role of administrative actors (domestic regula-
tors) in shaping and diffusing great power pref-
erences by supporting the “regulatory capac-
ity” of the state: the state’s ability to achieve
outcomes through the adoption, monitoring,
and implementation of rules (Bach and New-
man 2007). In particular, the extent of a state’s
regulatory capacity can be associated with the
strength of its ability to influence international
financial governance (Newman and Posner
2015) by, for example, imposing third-country
access requirements or by diffusing, through
technocratically expert national regulators,
preferences to the international standard-
setting level (Biithe and Mattli 2011). In the EU,
distinct member state preferences (which typ-
ically diverge to some extent with respect to
international standard setting, reflecting the
different institutional economic models that
characterize the EU’s member states; prefer-
ences will tend to converge where the distribu-
tional effects of international standards are
weak), rather than the preferences of the EU as
a notional global “great power” in finance,
have until recently been the dominant influ-
ence on EU engagement with international fi-
nancial governance (Quaglia 2014a).! But the
regulatory capacity of the EU, notably with re-
spect to the extent to which the EU can,
through its internal legislative and administra-
tive apparatus, shape and implement (and
thereby signal the credibility of) international
standards and, by means of third-country ac-
cess rules, impose its preferences on other ju-
risdictions, has been identified as an increas-
ingly important factor and as strengthening
the influence of the EU as a collective actor in

international financial governance (Posner
2010; Bach and Newman 2014). Similarly, the
EU’s regulatory capacity can dictate the extent
to which it can delegate to a representative EU
actor, typically the European Commission (the
EU’s supranational executive body), and so
through delegation pull the member state
principals toward a stronger collective position
in the international standard setters (Quaglia
2014a; Migge 2011).

The nature of the EU’s engagement with in-
ternational financial governance is increas-
ingly receiving attention in EU legal scholar-
ship, particularly in the wake of the global
financial crisis and the related framing of the
EU reform agenda within the G-20 reform
agenda, and given the lessons which the EU’s
experience in designing legal solutions to
cross-border co-ordination problems may hold
for the international financial system (Ferran
2014; Amtenbrick 2013). But the ESAs, as new
EU administrative actors in international fi-
nancial governance, have not been examined
closely by either the legal or international po-
litical economy literature. Legal analysis thus
far has primarily focused on the new ESAs’
place within the EU’s constitutional order and
on their impact on institutional governance for
the EU financial system (Moloney 2014b, 854—
1009; Busuioc 2013; Schammo 2011). Interna-
tional political economy analysis has focused
primarily on the member states and on the EU
institutions, which are established under the
EU Treaties (primarily the European Commis-
sion) and through which the member states
operate at international level (Quaglia 2014a;
Miigge 2014). But legal analysis of the ESAs’
powers and their related incentives with re-
spect to international engagement, together
with the regulatory capacity insights of inter-
national political economy, have potential
powerful explanatory force with respect to how
the EU’s engagement with international finan-
cial governance may change. Accordingly, this
analysis draws on the composite literature out-

1. The EU financial market is second only to the U.S. market in size. Recent analysis by the European Commission
notes that as of the end of 2013, EU stock market capitalization stood at €8.4 trillion, 64.5 percent of GDP, and
the value of outstanding debt securities was €22.3 trillion, 171.3 percent of GDP. See European Commission

2015a, 10-11.
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lined to examine how the ESAs may reshape,
through administrative means, how the EU en-
gages with and influences international finan-
cial governance.

THE MEMBER STATES AND THEIR
PREFERENCES IN INTERNATIONAL
FINANCIAL GOVERNANCE

The arrival of the ESAs has led to the construc-
tion of a new administrative channel for en-
gagement with international financial gover-
nance in the EU. The member states and their
preferences have long been the dominant in-
fluence on the EU’s international financial di-
plomacy at the international standard setters.
International financial relations, notwith-
standing the recent changes to institutional
governance in the EU and the establishment
of the ESAs, remain primarily within the con-
trol of the member states and, to a lesser
extent, the European Commission (EC, the
major EU institution to which collective EU
representation is delegated) and, depending
on the regulatory issue in question, the Euro-
pean Central Bank (ECB). Although a highly
detailed, harmonized single rule book applies
to the EU financial system in the wake of the
global financial crisis, coordination in the in-
ternational standard setters can still be loose;
the member states and their distinct interests
often drive international engagement, and the
extent to which the collective EU interest is
formally represented and has voting power
varies. As discussed in subsequent sections,
the ESAs are likely to reshape this allocation
of competence and in so doing to strengthen
EU engagement with the current and more op-
erational phase of international financial gov-
ernance.

The EC typically represents the suprana-
tional, collective EU interest (where one can be
identified, given that the distributional effects
of financial regulation are felt differently
across the different economies and market
structures of the member states). In the Finan-
cial Stability Board, for example, the EC, along
with the ECB, is a member of the thirty-four-
member decisionmaking plenary session
along with the U.K., France, Germany, Italy, the
Netherlands, and Spain, which are represented

by their finance ministries, central banks, or
other regulator. In the Basel Committee, the
ECB as monetary authority and the ECB as
bank supervisor sit along with central banks
and national bank regulators from Belgium,
France, Germany, Italy, Luxembourg, the Neth-
erlands, Spain, Sweden, and the U.K. as full
voting members; the EC is represented but has
only nonvoting observer status (Quaglia 2014a,
2015). Similarly, on IOSCO the EC has associate
member (nonvoting) status while the national
securities regulators of the member states are
ordinary voting members of IOSCO. Six EU reg-
ulators are permanent members of the thirty-
three-member IOSCO decisionmaking body
(Conac 2015). Member states are, accordingly,
usually independently represented and coordi-
nation can be limited. Levels of coordination
have varied over time: a high degree of EU co-
ordination can be observed with respect to dis-
cussions with the IFRS Foundation, but low
levels with respect to IOSCO discussions, re-
flecting the different interests and incentives
engaged in each case (Quaglia 2014b). Similarly
the degree of coordination of national and EU
positions on the Basel Committee has been
mixed, reflecting in particular persistent diver-
gences across member states’ banking markets
(Quaglia 2015).

A more decentralized model applies with re-
spect to other forms of international engage-
ment beyond participation in the international
standard setters, including the negotiation and
adoption of supervisory coordination and ex-
change arrangements by member states (Mo-
loney 2014a). Since the establishment in 2011
of the ESAs, however, the institutional dynam-
ics, incentives, and preferences in play have
been changing. The crisis-era reconstruction
of institutional governance for the EU financial
system was designed to address internal EU
challenges with respect to pan-EU risk trans-
mission and the mutualization of supervisory
risks and costs. But there have been spill-over
effects, notably with respect to the potential
role of the ESAs in international financial gov-
ernance, with respect to the regulatory capac-
ity of the EU, and thus with respect to the dif-
ferent incentives and preferences that shape
EU engagement internationally.
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THE EUROPEAN SUPERVISORY
AUTHORITIES: A NEW ADMINISTRATIVE
GOVERNANCE STRUCTURE FOR THE EU
The ESAs represent a new form of administra-
tive governance for the EU single financial
market (Moloney 2010, 2013). Prior to their con-
struction, the supervision of the single finan-
cial market was for the most part located at
national level (although coordination arrange-
ments linking “home” and “host” member
state regulators applied), and the EU’s capacity
to adopt technical administrative rules was
limited (Ferran 2012). A significant degree of
institutional centralization followed the global
financial crisis, which led to a rearrangement
of EU-level regulatory and supervisory gover-
nance in order to address the catastrophic
leakage of risk cross-border in the EU and to
support financial stability (Moloney 2014b; Fer-
ran 2012). The ESAs form part of the new Eu-
ropean System of Financial Supervision, which
was established in 2011 to strengthen the EU’s
regulatory and supervisory governance and,
hence, the EU’s ability to contain and manage
systemic risk and to support the financial sta-
bility of single market. The European System
of Financial Supervision is, very broadly, a de-
centralized institutional arrangement for co-
ordinating supervision and for supporting
technical rulemaking for the EU financial sys-
tem (legislative rulemaking is the prerogative
of the EU’s Treaty institutions: the EC, which
proposes rules; the Council, which represents
the Member States and is a co-legislator; and
the European Parliament, which represents
the citizenry and is a co-legislator). The Euro-
pean System of Financial Supervision is com-
posed of the member states’ national regula-
tors, who provide the foundations of the
system and are responsible for supervision
and enforcement; three sectoral ESAs, which
are conferred with an array of quasi-regulatory
and supervisory powers (the European Bank-
ing Authority, the European Securities and
Markets Authority, and the European Insur-
ance and Occupational Pensions Authority);
and the European Systemic Risk Board, which
is responsible for monitoring pan-EU systemic
risks.

The ESAs take the form of independent ad-

ministrative agencies, funded by a combina-
tion of member state and EU funds, and have
been established under primary EU legislation
adopted by the Council and the European Par-
liament. Consequently they are not treaty in-
stitutions, unlike the EC and the ECB. Deci-
sionmaking is carried out by their respective
boards of supervisors, which are composed of
the relevant national regulators of the twenty-
eight member states. With respect to regula-
tory governance, the ESAs support administra-
tive rule making by the EC (the constitutional
location of administrative rulemaking for the
EU under the EU Treaties) by proposing tech-
nical rules and by providing expert advice. The
ESAs are also empowered to adopt soft law, pri-
marily in the form of “Guidance” with which
national regulators must “comply or explain.”

Although supervision remains at national
level, the ESAs have been given a range of co-
ordination and convergence powers, including
data collection, peer review, and participation
(on a nonvoting basis) in the different colleges
of supervisors required under the EU’s harmo-
nized single rule book for financial services.
The ESAs can also deploy a very limited suite
of direct intervention powers—limited be-
cause of the strength of member states’ hostil-
ity to the ESAs’ having powers that could carry
fiscal risks for national treasuries. The ESAs
can impose decisions on national regulators
in three exceptional situations, and subject to
detailed conditionality in each case: where the
national regulator is in breach of EU law, in
emergency conditions, and following a bind-
ing mediation by an authority between na-
tional regulators. The European Securities and
Market Authority has an additional suite of di-
rect powers—reflecting political priorities and
conditions as well as the limited fiscal risks
posed to the member states by these powers
The European Securities and Markets Author-
ity has exclusive supervisory and enforcement
authority over credit-rating agencies and the
trade repositories that hold OTC derivatives
market data (the authority has displaced the
national regulators in these areas); specified
and exceptional powers to intervene to pro-
hibit short selling in a member state or pan-
EU; and specified and exceptional powers relat-
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ing to prohibiting products and to holding
positions in commodity derivative markets in
a member state or pan-EU.

Alongside the coordination-oriented EU
structures of the single-market-based Euro-
pean System of Financial Supervision are the
distinct EU structures that support Banking
Union. Banking Union applies to member
states that are in the euro area—the Economic
and Monetary Union—on a mandatory basis
and to other EU member states on a voluntary
basis. Banking Union is also institution-
specific: with some very minor exceptions re-
lating to group structures it governs only
deposit-taking institutions within these mem-
ber states. Banking Union, a primarily euro-
area construct, is distinct from the wider
single-market-oriented European System of Fi-
nancial Supervision. Banking Union is opera-
tional, executive, and risk-mutualizing in char-
acter; it is not a coordination device, as is the
European System of Financial Supervision.
Banking Union is designed to address the
“toxic feedback loop” which developed over the
financial crisis in the EU (relating to the nexus
between fragility in the euro-area banking sys-
tem and the wider sustainability of euro-area
member states’ fiscal positions and, ultimately,
of the euro) by providing for risk mutualization
and for pooled support to the euro-area bank-
ing system (Moloney 2014b; Ferran 2015a).

Banking Union’s Single Supervisory Mecha-
nism brings the supervision of some six thou-
sand banks, directly and indirectly, under the
oversight of the ECB. A treaty institution and
the EU’s monetary authority, now the ECB is a
banking supervisory authority. The Single Su-
pervisory Mechanism is concerned with bank
authorization, “steady state” bank supervision,
and early intervention; it operates under the
EU’s harmonized single banking rule book for
the single market. The ECB is responsible for
the functioning of the Single Supervisory
Mechanism; has direct supervisory authority
over 129 of Banking Union’s largest and most
systemically significant banks; and has over-

sight authority (which it exercises by means of
rules, guidance, and supervisory protocols, as
well as by means of its deterrent power to take
over supervision) over the remainder of Bank-
ing Union’s banks, which are supervised di-
rectly by their national banking regulators
within the Single Supervisory Mechanism. The
Single Resolution Mechanism brings the reso-
lution of Banking Union banks within the con-
trol of a new agency called the Single Resolu-
tion Board and includes a Single Resolution
Fund to support resolution. The Single Resolu-
tion Mechanism operates within the EU’s har-
monized single bank resolution rule book.
Both the ECB (within the Single Supervisory
Mechanism) and the Single Resolution Board
(within the Single Resolution Mechanism) are
subject to the ESAs’ powers.

THE EUROPEAN SUPERVISORY
AUTHORITIES: A NEW ADMINISTRATIVE
CHANNEL FOR ENGAGEMENT

WITH INTERNATIONAL FINANCIAL
GOVERNANCE

Although their primary function is to support
the stability and efficiency of the EU single
financial market, under their founding EU
regulations the ESAs have been given the
power to develop contacts and enter into ad-
ministrative arrangement with international
bodies.? But the ESAs must use their powers
without prejudice to the respective compe-
tences of the member states and the EU insti-
tutions, so formally the ESAs’ representation
functions are limited. The more detailed ad-
ministrative powers with respect to interna-
tional financial governance conferred on the
ESAs in specific EU measures governing par-
ticular aspects of the EU financial system
relate, for the most part, to supervisory coop-
eration and coordination, including the fa-
cilitation of information exchange and coop-
eration agreements between member state
regulators and third-country regulators.?
Specific EU measures have also conferred on
the ESAs a range of powers relating to the

2. For example, Regulation (EU) No. 1093/2010 of the European Parliament and of the Council establishing a
European Supervisory Authority (European Banking Authority) OJ (2010) L331/12, Article 33.

3. Such as, for example, the major EU market regulation measures: Directive 2014/65/EU of the European
Parliament and of the Council on markets in financial instruments and amending Directive 2002/92/EC and
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equivalence-based, third-country market-
access requirements that apply to third-
country actors seeking to access the EU finan-
cial market. The ESAs are usually empowered
to advise the EC on whether a third-country
legal regime is equivalent to the EU regime.
This limited suite of formal powers does not
reflect the extent to which the ESAs can extend
their regulatory capacity and that of the EU
with respect to international financial gover-
nance and thereby construct a new administra-
tive channel for international financial gover-
nance. A case study of the European Banking
Authority, based on empirical observation of
its recent activities, is noted in a later section.

Although the three ESAs have distinct in-
centives and preferences when it comes to in-
ternational engagement, reflecting their differ-
ent operating environments, they have others
in common. In particular, the ESAs are new
administrative actors in EU financial gover-
nance, are of ambiguous status, operate in
complex institutional environments, and are
developing under the “shadow of hierarchy”
(Héritier and Lehmkuhl 2008). Although con-
stituted as independent regulatory agencies,
the ESAs have little in common with domestic
regulators worldwide. They operate under
tightly confined mandates and with limited op-
erating powers. This constrained operating en-
vironment reflects, politically, the member
states’ wariness in ceding powers which may
lead to incursions into national sovereignty
and to fiscal risks, as well as the significant EU
Treaty limitations which apply to the construc-
tion of EU agencies. The treaty competence
that has been used as the basis for the con-
struction of the ESAs (Treaty on the Function-
ing of the EU, Article 114) remains contested,
for example, because of doubts that the com-
petence, which is directed to the approxima-
tion of rules for the support for the single mar-
ket, can be stretched to include institution
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building. Although the Court of Justice of the
EU provided some assurance as to the resil-
ience of the relevant competence in 2014, albeit
only with respect to specific authority powers
and not with respect to their foundation and
their powers more generally,* doubts remain
given the narrow focus of the Court’s ruling.
EU constitutional arrangements also prevent
the ESAs from being conferred with wide-
ranging discretionary powers, in order to pro-
tect the institutional balance set up under the
treaties between the member states, the EC,
the Council, and the European Parliament;
strict conditionality accordingly applies to
their operation, including with respect to their
limited supervisory powers.> Similarly, under
the EU Treaties the EC is the location of admin-
istrative rule making. The ESAs may only pro-
pose and advise on administrative rules, and
their proposals and advice can be vetoed by the
EC, even where extensive market consultation
and impact assessment has been undertaken
by the ESAs. Finally, the EC represents the EU
in trade- and single-market-related matters
(Treaty on the Functioning of the European
Union, Article 220). The shadow of EC hierar-
chy accordingly blankets the ESAs. The Euro-
pean Parliament also casts a long shadow. It
has long been careful to protect its (limited)
prerogatives with respect to administrative
rulemaking, in relation to which it, along with
the Council, can veto EC rules. It has recently
shown some concern to exercise tighter con-
trol over the ESAs, including by calling for the
European Parliament to have access to internal
ESA deliberations on the drafts of the propos-
als for and advice on administrative rules that
the ESAs must deliver to the EC (European Par-
liament Economic and Monetary Affairs Com-
mittee 2015). The operating environment is
particularly complex for the European Banking
Authority, as it operates under the lengthy and
expanding shadow of the ECB within Banking

Directive 2011/61/EU (2014) OJ L173/349 (MIFID Il); and Regulation (EU) No. 600/2014 of the European Parlia-
ment and of the Council on markets in financial instruments and amending Regulation (EU) No. 648/2012 (2014)
0J L173/84 (MiFIR). These measures confer power on the European Securities and Markets Authority with re-
spect to international cooperation and coordination in relation to the matters within their scope.

4. UK v. Council and Parliament, Case C-270/12, January 22, 2014.

5. Meroni v. High Authority, Case 9/56 (1957-1958) ECR 133.
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Union and is facing something of an existential
threat (Ferran 2015b).

With this complex and constrained operat-
ing environment, the ESAs—as new adminis-
trative actors seeking to embed their position
within EU financial governance— have consid-
erable incentives to strengthen and assert their
institutional position and regulatory capacity,
and to reinforce their primacy as technocratic
and independent agencies, while respecting
the EU Treaties’ limits on their powers. Inter-
national financial governance is likely, accord-
ingly, to have significant appeal for the ESAs.
The soft law nature of international financial
governance means that engagement with the
international standard setters affords the ESAs
the opportunity to strengthen their capacity
and institutional position with a degree of free-
dom. As international financial governance
and the international standard setters pivot to
a more operational orientation, they provide a
natural channel through which the ESAs—
whose functions and powers are directed to
pan-EU coordination and who have a unique
set of experiences on how cross-border and re-
gional coordination risks can be managed—
can strengthen their capacity and credibility.
For example, the European Securities and Mar-
kets Authority is becoming increasingly so-
phisticated in how it approaches the peer re-
view of its member regulators (which is
required of it under its founding regulation),
having recently upgraded its peer review mech-
anism and adopted a more robust and granu-
lar approach to peer review.® It is also increas-
ingly focusing on supporting supervisory
coordination and supervisory convergence
across its national regulators (European Secu-
rities and Markets Authority 2015). Given its
practical experience in managing the coordina-
tion risks associated with the supervision of
securities markets, the European Securities
and Markets Authority, although a nonvoting
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member of IOSCO, can be expected to acquire
credibility and capacity and seek influence
within IOSCO. As an indication of the move-
ment within international financial gover-
nance to operational matters, IOSCO is now
subject to requests from the FSB to carry out
peer reviews.” The opportunities for the Euro-
pean Securities and Markets Authority to
strengthen its credibility on IOSCO may there-
fore be significant, given its extensive experi-
ence in this area and given the initial indica-
tions that its influence may become significant,
if still developing (Conac 2015).

Despite this potential, there are limitations
on how much the ESAs can, through inter-
national engagement, extend their regulatory
capacity and thus the influence of the EU on
international financial governance. The struc-
tures of national economies across the EU
continue to diverge significantly (European
Commission 2015a), as is reflected in the EU’s
current efforts to build a European Capital
Markets Union (European Commission 2015b).
Accordingly, the national regulators, which,
through the different Boards of Supervisors,
determine ESA decisionmaking, will often
have strong incentives to follow a national
rather than a collective position. On the other
hand, as international financial governance
pivots toward operational coordination and
away from standard setting (where distributive
effects are likely to be stronger), the opportu-
nities for strong national interests to obstruct
European Supervisory Authority decisionmak-
ing may recede. But the ESAs must also often
operate in a muddy international environ-
ment. The EC, and often the ECB, can also rep-
resent the EU interest and they have strong in-
centives to protect their respective positions.
There are, however, indications that the ESAs
will intensify their activities in international
financial governance—given the potential such
activities hold for influence and capacity build-

6. On peer review of member regulators with respect to the supervision of best execution see, for example,
European Securities and Markets Authority, “Best Execution Under MiFiD: Peer Review,” 2015, www.esma.eu-
ropa.eu/sites/default/files/library/2015/11/2015-494 _peer_review_report_on_best_execution_under_mifid_0.pdf;

accessed June 10, 2016.

7. See, for example, International Organization of Securities Commissions, “Peer Review of Implementation of
Incentive Alignment Recommendations for Securitization,” 2014, www.iosco.org/library/pubdocs/pdf/
I0SCOPD504.pdf; accessed December, 15, 2015, which followed a request from the FSB.


www.esma.europa.eu/sites/default/files/library/2015/11/2015-494_peer_review_report_on_best_execution_under_mifid_0.pdf
www.esma.europa.eu/sites/default/files/library/2015/11/2015-494_peer_review_report_on_best_execution_under_mifid_0.pdf
www.iosco.org/library/pubdocs/pdf/IOSCOPD504.pdf
www.iosco.org/library/pubdocs/pdf/IOSCOPD504.pdf
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ing, with a consequent strengthening of both
the EU’s ability to influence the international
standard setters and the resilience of the inter-
national standard-setting process, as is dis-
cussed further below with respect to the Euro-
pean Banking Authority.

THE EUROPEAN BANKING AUTHORITY:
A CASE STUDY

The European Banking Authority has an ex-
press general mandate to enter into coordina-
tion arrangements and information-exchange
agreements with third-country regulators and
international standard setters (2010 European
Banking Authority Regulation, Article 33). The
EU’s major harmonized banking regulation
measure confers additional administrative
powers on the authority,® including support-
ing international coordination and advising
the EC on equivalence-related and EU market-
access matters. The authority also sits as a
nonvoting observer on the Basel Committee,
alongside the EC (nonvoting observer), the
ECB (voting member), and relevant national
regulators and central banks within the EU
(voting members).

The fragility of the authority’s institutional
operating environment gives it significant in-
centives to engage with international finance
governance through formal and informal
means. This fragility is a function of the frag-
mentation between the single market in bank-
ing (the remit of the authority’s coordination
and quasi-regulatory powers) and the euro-
area Single Supervisory Mechanism (the remit
of the ECB). This fragility generates a number
of threats for the authority (Moloney 2014b;
Ferran 2015a). Its quasi-rulemaking powers
over the single market are threatened by the
risk of Single Supervisory Mechanism caucus-
ing with the relevant regulators on the author-
ity’s board of supervisors (nineteen of the au-
thority’s twenty-eight national regulators are
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members of the Single Supervisory Mecha-
nism), which could reduce its effectiveness;
and also by the emergence of the ECB as a po-
tentially competing standard setter, albeit
within the Single Supervisory Mechanism
“zone,” as the ECB is empowered to adopt
rules, guidance, and other protocols for the
Single Supervisory Mechanism.

Efforts have been made to address these
risks, including through governance reforms
(a double-lock procedure applies to authority
voting in that decisions must be carried by a
majority of Single Supervisory Mechanism au-
thority members and also by a majority of
non-Single Supervisory Mechanism members
of the authority); and a requirement for the
ECB to follow the authority’s soft law and other
measures. But the risks to the authority’s ca-
pacity remain considerable, particularly as
euro-area membership (and accordingly Single
Supervisory Mechanism membership) will
grow from the current nineteen (of twenty-
eight) EU member states to, over time, twenty-
six. Similar risks arise with respect to supervi-
sory governance. The ECB, under the EU
regulation that confers on it supervisory power
over the Single Supervisory Mechanism, is sub-
ject to the authority’s soft and hard coordinat-
ing powers. But whether or not the authority,
a nascent agency established under EU pri-
mary legislation and with significant operating
constraints, can (and has the incentives to) ex-
ert authority over the mighty ECB, which has
direct executive supervisory powers over the
129 largest banking groups in the euro area and
which enjoys the independence of action of a
treaty institution, remains to be seen.

The authority has accordingly significant
incentives to seek international financial gov-
ernance, and in particular Basel Committee
deliberations, as a sphere in which it can boost
its credibility and regulatory capacity and pro-
tect its institutional position. The capacity of

8. This regulation is the 2014 Capital Requirements Directive |V, Capital Requirements Regulation, which, inter
alia, implements the Basel Ill Accord in the EU: Regulation (EU) No. 575/2013 of the European Parliament and
of the Council on prudential requirements for credit institutions and investment firms, amending Regulation
(EU) No. 648/2012 (2013) OJ L176/1; and Directive 2013/36/EU of the European Parliament and of the Council
on access to the activity of credit institutions and the prudential supervision of credit institutions and investment
firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC (2013) OJ

L176/338.
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the EU more generally in international finan-
cial governance for banking should accord-
ingly be strengthened. Robust engagement
with international financial governance also
affords the authority the opportunity to
strengthen its relationship with the ECB in a
somewhat less contested forum than the EU
single market, including on the Basel Commit-
tee, where both institutions are represented.

The authority is certainly well equipped to
strengthen its capacity and credibility on the
Basel Committee (albeit as an observer mem-
ber) and to strengthen thereby the EU’s posi-
tion, particularly as international financial gov-
ernance becomes more operational in
orientation. It has deep technocratic expertise
following its technical support of the construc-
tion of the administrative rules which amplify
the 2014 CRD IV/CRR legislative rule book. It
has valuable expertise in managing opera-
tional coordination, including of colleges of
supervisors and with respect to supporting su-
pervisory convergence (European Banking Au-
thority 2015a, 2015b); with respect to the latter,
for example, it has adopted extensive and gran-
ular Supervisory Review and Evaluation Pro-
cess (SREP) Guidelines, which govern the op-
erational business of banking supervision and
amplify the Basel III Accord in the EU (Euro-
pean Banking Authority 2014). Its equivalence-
related activities are likely to have a similar
capacity-building effect, given the extensive
contacts and international network the author-
ity has developed in producing its reports on
the equivalence of third-country banking re-
gimes and on the nature of supervisory coop-
eration between national regulators in the EU
and third-country regulators (European Bank-
ing Authority 2015c, 2015d).

The authority is also acquiring granular
knowledge of the emerging divergences across
the member states as to how the 2014 CRD IV/
CRR regime (in effect, the Basel III Accord) is
being applied (European Banking Authority
2015e), which should further enhance its cred-
ibility with the Basel Committee as the com-
mittee finesses the regime. Similarly, sitting in
the center of a web of bank regulatory disclo-
sures as the EU repository for the FINREP (fi-
nancial reporting) and COREP (common re-
porting) reporting disclosures required of EU
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banks under the 2014 CRD IV/CRR regime (and
accordingly under Basel III “Pillar 3”), and as
the repository of EU bank stress test disclo-
sures, further enhances the authority’s techno-
cratic capacity as the Basel Committee increas-
ingly turns to standard implementation and
review.

As against this, the authority may struggle
to present a coherent collective position given
the distinct interests which still drive the na-
tional regulators on its board of supervisors,
reflecting the different structures of national
banking markets across the EU, which may ob-
struct its ability to present a collective posi-
tion. Conflicts of interest may arise between
the authority and the EC (also an observer),
while the authority must also coordinate with
the ECB, which, as a direct supervisor and cen-
tral bank can exercise voting power (albeit that
the Basel Committee tends to operate on a con-
sensual basis). On the other hand, divergences
and conflicts are likely to be most acute with
respect to standard setting. In more opera-
tional matters the authority can be expected to
have a clearer space to influence and to impose
a collective EU preference.

There is still only limited experience with
the authority as an actor in international finan-
cial governance and against which its incen-
tives and its growing regulatory capacity and
potential as an actor internationally can be
tested. But initial indications suggest a poten-
tial for growing influence by the authority (and
so of the EU), particularly on more operational
matters in relation to which it sits on a number
of Basel Committee subgroups and working
groups (European Banking Authority 2015f;
Quaglia 2015). Its incentives to achieve a col-
lective position on its board of supervisors and
to seek to influence Basel Committee delibera-
tions can be expected to increase as the ECB
within the Single Supervisory Mechanism in-
creases its power, and as the authority be-
comes more expert on the implementation of
the Basel IIT Accord in the EU, particularly if
banking governance internationally continues
its current operationally charged trajectory.

This development is likely to strengthen in-
ternational financial governance in the bank-
ing sphere. The authority has significant po-
tential as a “legalization” mechanism (Bach
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and Newman 2014), which supports the injec-
tion of soft Basel Committee standards into
binding EU law through its proposal of admin-
istrative rules to the EC and which thereby sig-
nals the credibility of standards. The authori-
ty’s soft law can be expected to have a similar
effect. Its soft “SREP Guidelines” on how the
2014 CRD IV/CRR/Basel III regime is to be su-
pervised in practice (European Banking Au-
thority 2014) have considerable potential to
support the diffusion of global good practice
in how the Basel III SREP supervisory process
should be carried out and monitored—partic-
ularly as the authority is committed to ongoing
review and monitoring of the guidelines. The
authority also has the capacity to act as a po-
tential corrective agent, and thereby to support
the convergent application of Basel Committee
standards. International standards, as has
been extensively documented, are vulnerable
to being reshaped during the national imple-
mentation process in order to provide escape
opportunities. In the EU the Basel III Accord
has been subject to numerous exemptions and
derogations in its implementation through the
2014 CRD IV/CRR regime. This led to the Basel
Committee’s finding, in its December 2014
Regulatory Compliance and Assessment Pro-
gram review of the EU’s Basel III implementa-
tion, that the EU was “materially noncompli-
ant” with the Basel III Accord in a number of
respects (Basel Committee on Banking Super-
vision 2014b). The authority, which given its
precarious institutional position has much to
gain from claiming ownership over the Basel
Committee monitoring process, has been ro-
bust in warning of the risks that divergent im-
plementation of the Basel III Accord poses and
has called for corrective action from the EU’s
co-legislators in response to specific types of
divergence. It has also suggested interim reme-
dial action to be taken by its member regula-
tors (European Banking Authority 2015e). The
corrective function that appears to be emerg-
ing through the authority augurs well, accord-
ingly, for the regulatory capacity of the EU at
least to highlight divergences in Basel Com-
mittee standard implementation and to place
pressure, accordingly, on its member states,

9. See note 2.
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from independent, technocratic regulators op-
erating collectively through the authority, to
take remedial action through the EU legislative
process.

The authority’s engagement may also have
the effect of strengthening the accountability
and legitimacy of Basel Committee standards,
at least in the EU. The mechanisms through
which the accountability and legitimacy of in-
ternational financial governance are supported
can be weak but are strengthening (Barr 2014).
The strengthening process may be further en-
hanced by the changes in how the EU engages
with international financial governance. Like
all the ESAs, the authority is subject to an ar-
ray of accountability and legitimacy mecha-
nisms under its founding 2010 regulation.’
These include reporting obligations to the Eu-
ropean Parliament and Council, to whom the
authority is formally accountable; the design
of its board of supervisors (which includes the
EC in a nonvoting capacity as well as national
regulators); and the many constraints that ap-
ply to authority operation under its foundation
regulation, which imposes strict conditionality
on its action. Any overreaching with respect to
international financial governance by the au-
thority will likely be constrained by its board
of supervisors as well as by the EC, European
Parliament, and Council, particularly where re-
distributive effects may be significant and na-
tional and EU institutional interests are strong.

In addition, the authority, like all the ESAs,
is subject to a wide range of consultation obli-
gations under its founding 2010 regulation.
These include obligations to consult widely;
engage in impact assessment; provide feed-
back; and have a representative “Stakeholder
Group” composed of industry, user, consumer,
and other constituencies. In engaging with the
Basel Committee the authority is accordingly
subject to a range of procedural devices and
operates within a constrained institutional en-
vironment, both of which should enhance the
accountability and legitimacy of EU engage-
ment with international financial governance.
The authority is, for example, subject to a more
restrictive set of accountability and legitimacy
controls than the EC.
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CONCLUSION

The management of operational risks through
coordinated action by regulators is increas-
ingly displacing standard setting as the major
preoccupation of the international standard
setters. Although the EU has typically engaged
with international financial governance and
the international standard setters primarily
through its member states, and although en-
gagement has primarily been in the form of the
imposition of national and (less frequently)
collective EU preferences on standard setting,
it is well equipped to manage this pivot. This
article suggests that the EU’s European Super-
visory Authorities have opened up a new ad-
ministrative channel through which the EU
can engage with international financial gover-
nance and the international standard setters.
It predicts, from empirical observation of the
recent activities of the European Banking Au-
thority in particular and analysis of its operat-
ing environment and of the incentives it gen-
erates, that the ESAs may gain influence on the
international standard setters. The EU’s ability
to impose its preferences, at least with respect
to more operational matters, may accordingly
be strengthened. This development augurs
well for the effectiveness of international fi-
nancial governance more generally.
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